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PREFACE 


It falls to me to write this preface because I was 
nominally the Director of a research project financed by 
the Social Science Research Council of America and car- 
ried on under the direction of the Columbia University 
Council for Research in The Social Sciences. The project 
called for a study of recent trends in corporate develop- 
ment. A number of lines converged to make such a study 
appropriate. It was apparent to any thoughtful observer 
that the American corporation had ceased to be a private 
business device and had become an institution. In 1928, 
when the project was launched, the financial machinery 
was developing so rapidly as to indicate that we were in 
the throes of a revolution in our institution of private 
property, at least as applied to industrial economic uses. 
The writer had ventured a series of technical studies in 
corporate securities, all of which led to the conclusion that 
American industrial property, through the corporate de- 
vice, was being thrown into a collective hopper wherein 
the individual owner was steadily being lost in the crea- 
tion of a series of huge industrial oligarchies. Further, 
this development seemed in many ways a thoroughly log- 
ical and intelligent trend; the process could not be re- 
versed. Equally, it seemed fraught with dangers as well 
as with advantages. 

The project called for an associated economist. Mr. 
Gardiner C. Means undertook a careful statistical and 
economic analysis of the situation, the theory being that 
a lawyer and an economist working hand and hand might 
secure a more fertile result than either working alone. 
This hypothesis, held by the Social Science Research 
Council of America and peculiarly by Professor Edwin 
F. Gay of Harvard, has, I think, been fairly justified, 
though we may not have succeeded in putting on paper 
the real benefits of the cooperation. Difficulty in such 
cooperation is extreme; for technicians in different fields 



must first agree on a common language ; then endeavor to 
apply their respective methods of approach, keeping in 
mind the shortcomings and advantages of the different 
methods ; and finally work out conclusions to which both 
are prepared to subscribe. Since a lawyer is primarily 
concerned with the justice of the individual case and can 
never ignore the problem of what ought to be done ; and 
since an economist is primarily descriptive and analytic, 
the chasm is not easy to bridge. I pay every tribute to 
Mr. Means’ willingness to go more than half way in meet- 
ing the language and point of view of a discipline not his 
own ; I have attempted to do likewise. 

The Columbia Law School, with that singular free- 
dom which characterizes it, was content to assume the 
brunt of the Research burden. Through the courtesy of 
Dean Young B. Smith, we were afforded facilities and 
opportunities which this book can only meagerly repay. 

This book is rather a statement of conclusions than 
a demonstration of the method by which the conclusions 
were reached; any other course would make a volume 
bulky, unreadable, and uninteresting save to the occa- 
sional scientist. 

The statistical studies in Book I have appeared 
in fuller form under Mr. Means’ name in the American 
Economic Review and in the Quarterly Journal of Eco- 
nomics. He has, in addition, a mass of statistical com- 
putations which may or may not find print as time goes 
on. On the legal side I have endeavored to make technical 
studies of the problems involved, or to have them made 
by assistants or occasional students for Doctors’ degrees 
at the Columbia Law School. Of these, a good many have 
already been printed in the various Law Reviews 
throughout the country ; they are referred to in the text, 
thereby giving the reader access to the technical essays 
wherein are included careful analyses of substantially all 
of the cases, statutes and decisions. The principal cases 
and authorities are separately collected and published 
under the title of “Cases and Materials in the Law of 
Corporation Finance” (West Publishing Company, 



St. Paul, 1930) — volume of materials gathered as a ^rt 
of the research project mentioned above, and organized 
so as roughly to parallel the portions of this book dealing 
primarily with legal problems. By these methods we have 
endeavored to avoid overloading this volume unduly with 
foot-notes which are more likely to suggest the erudition 
of the author than to enlighten the reader. 

In the last four chapters the writers have frankly at- 
tempted to speculate on the basis of the recorded data in 
connection with corporate activities in the field of prop- 
erty interests and finance. These observations must be 
set aside from the data contained in the foregoing study. 
From any given body of material, each individual must 
draw his own conclusions ; these are likely to be as diverse 
as the minds of the men who study them. The writers’ 
own are here set down because it appears to them proper 
that the deductions and speculations of the students work- 
ing in the material should be recorded alongside their 
views as to the underlying facts. In some sense they per- 
mit discounting the fact data by exhibiting the bias of the 
writers, making judgment of their fact-finding truer. In 
a larger sense, students have no right to refuse a state- 
ment or predictions which they draw from their material. 
The intellectual and scholastic hazards of stating such 
conclusions are well enough recognized. Feeling as we 
do that the development here studied is one of the phe- 
nomena of the great change in the tide of social organiza- 
tion, and that out of it grows, in large measure, the 
history of the coming years, it is fair to set forth the 
direction of the current as we see it. 

It is of the essence of revolutions of the more silent 
sort that they are unrecognized until they are far ad- 
vanced. This was the case with the so-call^ “industrial 
revolution, ’ ’ and is the case with the corporate revolution 
through which we are at present passing. 

The translation of perhaps two-thirds of the indus- 
trial wealth of the country from individual ownership to 
ownership by the large, publicly financed corporations 
vitally changes the lives of property owners, the lives of 
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workers, and the methods of property tenure. The di- 
vorce of ownership from control consequent on that 
process almost necessarily involves a new form of eco- 
nomic organization of society. 

Manifestly the problem calls for a series of ap- 
praisals. Is this organization permanent? Will it in- 
tensify or will it break up? Mr. Brandeis struggled to 
turn the clock backward in 1915 ; Professor Felix Frank- 
furter is inclined to believe even now that it cannot last. 
To us there is much to indicate that the process will go 
a great deal further than it has now gone. 

Accepting the institution of the large corporation 
(as we must), and studying it as a human institution, we 
have to consider the effect on property, the effect on 
workers, and the effect upon individuals who consume or 
use the goods or service which the corporation produces 
or renders. This is the work of a lifetime; the present 
volume is intended primarily to break ground on the rela- 
tion which corporations bear to property. 

When these subjects are thought through there will 
still remain the problem of the relation which the cor- 
poration will ultimately bear to the state — ^whether it will 
dominate the state or be regulated by the state or whether 
the two will coexist with relatively little connection. In 
other words, as between a political organization of society 
and an economic organization of society which will be 
the dominant form? This is a question which must re- 
main unanswered for a long time to come. 

It is obvious that the corporate system not only tends 
to be the flower of our industrial organization, but that 
the public is in a mood to impose on it a steadily growing 
degree of responsibility for our economic welfare. An 
endeavor to analyze this institution therefore needs no 
apology. The authors are merely conscious of the lack 
of time, ability and strength to do more than make a 
beginning. 

The existence of this study is in large measure due 
to Professor Edwin F. Gay of Harvard who molded into 
concrete form the suggestion that work should be done in 
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this field. In addition, our particular thanks are due to 
Professor James C. Bonbright of the Columbia Univer- 
sity School of Business for much patient revision and 
constant help ; to Mr. George May, head of Price, Water- 
house & Co. and Vice-President of the American Eco- 
nomic Association, whose shrewd comment, wide 
experience and kindly wit has opened many doors and 
trains of thought; to Dean Smith of the Columbia Law 
School for his willingness to embark that institution on 
an uncharted field of legal-economic work; and to our 
various assistants, notably Mr. Abram Hewitt and 
Mr. Blackwell Smith, who did much of the spade work, 
little of which appears in print but which was essential 
in permitting us to reach many of our conclusions. 

All students of these and allied problems, and we 
among them, owe a debt to Professor William Z. Bipley 
of Harvard University who must be recognized as having 
pioneered this area. 

A. A. Bekle, Je. 

New York City, July, 1932. 
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CHAPTER I 


Property in Transition 

Corporations have ceased to be merely legal devices 
through which the private business transactions of indi- 
viduals may be carried on. Though still much used for 
this purpose, the corporate form has acquired a larger 
significance. The corporation has, in fact, become both a 
method of property tenure and a means of organizing 
economic life. Grown to tremendous proportions, there 
may be said to have evolved a “corporate system” — as 
there was once a feudal system — ^which has attracted to 
itself a combination of attributes and powers, and has 
attained a degree of prominence entitling it to be dealt 
with as a major social institution. 

We are examining this institution probably before it 
has attained its zenith. Spectacular as its rise has been, 
every indication seems to be that the system will move 
forward to proportions which would stagger imagination 
today; just as the corporate system of today was beyond 
the imagination of most statesmen and business men at 
the opening of the present century. Only by remember- 
ing that men still living can recall a time when the present 
situation was hardly dreamed of, can we enforce the 
conclusion that the new order may easily become com- 
pletely dominant during the lifetime of our children. For 
that reason, if for no other, it is desirable to examine this 
system, bearing in mind that its impact on the life of the 
country and of every individual is certain to be great ; it 
may even determine a large part of the behaviour of most 
men living under it. 

Organization of property has played a constant part 
in the balance of powers which go to make up the life of 
any era. We need not resolve the controversy as to 
whether property interests are invariably controlling. 



2 The Modern Corporation and Private Property 

The cynical view of many historians insists that property 
interests have at all times, visible or invisible, been domi- 
nant. Following this grim analysis, one commentator on 
the rise of corporations observed that they had become 
the “master instruments of civilization.” * Another ex- 
pressed his depression at the fact that the system had at 
length reached a point definitely committing civilization 
to the rule of a plutocracy.* Still others have seen in the 
system a transition phase towards ultimate socialism or 
communism. Acceptance of any of these beliefs may be 
delayed; but the underlying thought expressed in them 
all is that the corporate system has become the principal 
factor in economic organization through its mobilization 
of property interests. 

In its new aspect the corporation is a means whereby 
the wealth of innumerable individuals has been concen- 
trated into huge aggregates and whereby control over 
this wealth has been surrendered to a unified direction. 
I'he power attendant upon such concentration has 
brought forth princes of industry, whose position in the 
community is yet to be defined. The surrender of control 
over their wealth by investors has effectively broken the 
old property relationships and has raised the problem of 
defining these relationships anew. The direction of in- 
dustry by persons other than those who have ventured 
their wealth has raised the question of the motive force 
back of such direction and the effective distribution of the 
returns from business enterprise. 

These corporations have arisen in field after field 
as the myriad independent and competing units of pri- 
vate business have given way to the few large groupings 
of the modem quasi-public corporation. The typical 
business unit of the 19th century was owned by individ- 
uals or small groups; was managed by them or their 
appointees ; and was, in the main, limited in size by the 
personal wealth of the individuals in control. These units 
have been supplanted in ever greater measure by great 

* Thorstein Veblen, “Absentee Ownership and Business Enter- 
prise,” N. Y. 1923. 

*Walther Rathenau, “Die Neue Wirtschaft,” Berlin, 1918. 



Property in Transition 


3 


aggregations in which tens and even hundreds of thou- 
sands of workers and property worth hundreds of 
millions of dollars, belonging to tens or even hundreds 
of thousands of individuals, are combined through the 
corporate mechanism into a single producing organiza- 
tion under unified control and management. Such a unit 
is the American Telephone and Telegraph Company, per- 
haps the most advanced development of the corporate 
system. With assets of almost five billions of dollars, 
with 454,000® employees, and stockholders to the number 
of 567,694*, this company may indeed be called an eco- 
nomic empire — an empire bounded by no geographical 
limits, but held together by centralized control. One hun- 
dred companies of this size would control the whole of 
American wealth ; would employ all of the gainfully em- 
ployed ; and if there were no duplication of stockholders, 
would be owned by practically every family in the 
country. 

Such an organization of economic activity rests upon 
two developments, each of which has made possible an 
extension of the area under unified control. The factory 
system, the basis of the industrial revolution, brought an 
increasingly large number of workers directly under a 
single management. Then, the modem corporation, 
equally revolutionary in its effect, placed the wealth of 
innumerable individuals under the same central control. 
By each of these changes the power of those in control 
was immensely enlarged and the status of those involved, 
worker or property owner, was radically changed. The 
independent worker who entered the factory became a 
wage laborer surrendering the direction of his labor to 
his industrial master. The property owner who invests 
in a modem corporation so far surrenders his wealth to 
those in control of the corporation that he has exchanged 
the position of independent owner for one in which he 
may become merely recipient of the wages of capital. 


’Annual Report of the American Telephone and Telegraph Com- 
pany, New York, 1930, pp. 20 and 26, figures as of December 3U19»^ 
On December 31, 1930 the number of employees had dropped to 
394.000 presumably a sub-normal condition 

♦As of December 31, 1930. Standard Corporation Records. 
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In and of itself, the corporate device does not neces- 
sarily bring about this change. It has long been possible 
for an individual to incorporate his business even though 
it still represents his own investment, his own activities, 
and his own business transactions ; he has in fact merely 
created a legal alter ego by setting up a corporation as the 
nominal vehicle. If the corporate form had done nothing 
more than this, we should have only an interesting custom 
according to which business would be carried on by indi- 
viduals adopting for that purpose certain legal clothing. 
It would involve no radical shift in property tenure or in 
the organization of economic activity ; it would inaugurate 
no “system” comparable to the institutions of feudalism. 

The corporate system appears only when this type 
of private or “close” corporation has given way to an 
essentially different form, the quasi-public corporation: 
a corporation in which a large measure of separation of 
ownership and control has taken place through the multi- 
plication of owners. 

Such separation may exist in varying degrees. 
Where the men ultimately responsible for running a 
corporation own a majority of the voting, stock while the 
remainder is widely diffused, control and part ownership 
are in their hands. Only for the remaining owners is 
there separation from control. Frequently, however, 
ownership is so widely scattered that working control can 
be maintained with but a minority interest. The Rocke- 
feller family, for example, is reported to have retained 
direct or indirect minority interests in many of the Stand- 
ard Oil Companies ; and in the case of the Standard Oil 
Company of Indiana, this interest, amounting to only 14.5 
per cent® combined with the strategic position of its hold- 
ers, has proved sufficient for the control of the corpora- 
tion. In such a case the greater bulk of ownership is 
virtually without control. Separation of ownership and 
control becomes almost complete when not even a sub- 
stantial minority interest exists, as in the American Tele- 
phone and Telegraph Company whose largest holder is 


• See Table XII, p. 103. 
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reported to own less than one per cent of the company’s 
stock. Under such conditions control may be held by the 
directors or titular managers who can employ the proxy 
machinery to become a self-perpetuating body, even 
though as a group they own but a small fraction of the 
stock outstanding. In each of these types, majority con- 
trol, minority control, and management control, the 
separation of ownership from control has become effec- 
tive — a large body of security holders has been created 
who exercise virtually no control over the wealth which 
they or their predecessors in interest have contributed to 
the enterprise. In the case of management control, the 
ownership interest held by the controlling group amounts 
to but a very small fraction of the total ownership. Cor- 
porations where this separation has become an important 
factor may be classed as quasi-public in character in con- 
tradistinction to the private, or closely held corporation 
in which no important separation of ownership and con- 
trol has taken place. 

Growing out of this separation are two characteris- 
tics, almost as typical of the quasi-public corporation as 
the separation itself — ^mere size and the public market for 
its securities. It is precisely this separation of control 
from ownership which makes possible tremendous aggre- 
gations of property. The Fords and the Mellons, whose 
personal wealth is sufficient to finance great enterprises, 
are so few, that they only emphasize the dependence of 
the large enterprise on the wealth of more than the indi- 
vidual or group of individuals who may be in control. 
The quasi-public corporation commands its supply of 
capital from a group of investors frequently described as 
the “investing public.” It draws these savings to itself 
either directly, as individuals purchase stocks or bonds, 
or indirectly, as insurance companies, banks, and invest- 
ment trusts receive these savings and invest them in 
corporate securities. To secure these funds it must com- 
monly avail itself of an open market in its securities 
usually by listing shares on a stock exchange, or, less 
importantly, by maintaining a private or “unlisted” 
market. So essential, in fact, is the open market to the 
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quasi-public corporation that it may be considered almost 
as characteristic of that type of corporation as the separa- 
tion of ownership from control and the great aggregation 
of wealth. 

These characteristics are not invariable. The private 
corporation may be, and in a few instances is, exceedingly 
large ; witness the Ford Motor Company, still owned and 
directed by Mr. Ford and his immediate associates. Pri- 
vate or “close” corporations may and occasionally do 
avail themselves of a public market for their shares; the 
Aluminum Company of America, though most of its stock 
is closely held, has its shares listed on the New York Curb 
Exchange, and a small fraction of its stock is traded in 
there. But these instances are so exceptional as to prove 
the rule. In the overwhelming bulk of cases, corporations 
fall into the quasi-public class when they represent large 
aggregations of wealth and their securities are available 
in the open market ; for in such corporations part or most 
of the owners have almost invariably surrendered 
control. 

Though the American law makes no distinction be- 
tween the private corporation and the quasi-public, the 
economics of the two are essentially different. The sepa- 
ration of ownership from control produces a condition 
where the interests of owner and of ultimate manager 
may, and often do, diverge, and where many of the checks 
which formerly operated to limit the use of power disap- 
pear. Size alone tends to give these giant corporations a 
social significance not attached to the smaller units of 
private enterprise. By the use of the open market for 
securities, each of these corporations assumes obligations 
towards the investing public which transform it from a 
legal method clothing the rule of a few individuals into 
an institution at least nominally serving investors who 
have embarked their funds in its enterprise. New respon- 
sibilities towards the owners, the workers, the consumers, 
and the State thus rest upon the shoulders of those in 
control. In creating these new relationships, the quasi- 
public corporation may fairly be said to work a revolution. 
It has destroyed the unity that we commonly call prop- 
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erty — ^has divided ownership into nominal ownership and 
the power formerly joined to it. Thereby the corporation 
has changed the nature of profit-seeking enterprise. This 
revolution forms the subject of the present study. 


Examination of the changes produced can properly 
commence with the new relationships between the owners 
on the one hand and control on the other, and it is these 
relationships with which this book will deal. This in- 
volves the area roughly termed “corporation finance” — 
the relations between the corporation as managed by the 
group in control, and those who hold participations in it — 
its stockholders, bondholders, and, to some extent, its 
other creditors. The change in internal organization — ^the 
relation of the corporation to its workers, its plant organi- 
zation and its technical problem of production — ^we cannot 
consider at this time. Nor can we here deal with its ex- 
ternal relationships, on the one hand with its customers — 
the terms on which it furnishes to them its products or 
its services — and on the other hand, with the political 
state — the government by which it may be in some degree 
controlled, or over which it may have a measure of domi- 
nance, Here we are concerned only with a fundamental 
change in the form of property, and in the economic rela- 
tionships which rest upon it. 

Outwardly the change is simple enough. Men are less 
likely to own the physical instruments of production. 
They are more likely to own pieces of paper, loosely 
known as stocks, bonds, and other securities, which have 
become mobile through the machinery of the public mar- 
kets. Beneath this, however, lies a more fundamental 
shift. Physical control over the instruments of produc- 
tion has been surrendered in ever growing degree to 
centralized groups who manage property in bulk, sup- 
posedly, but by no means necessarily, for the benefit of 
the security holders. Power over industrial property has 
been cut off from the beneficial ownership of this property 
— or, in less technical language, from the legal right to 
enjoy its fruits. Control of physical assets has passed 
from the individual owner to those who direct the quasi- 
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public institutions, while the owner retains an interest 
in their product and increase. We see, in fact, the sur- 
render and regrouping of the incidence of ownership, 
which formerly bracketed full power of manual disposi- 
tion with complete right to enjoy the use, the fruits, and 
the proceeds of physical assets. There has resulted the 
dissolution of the old atom of ownership into its com- 
ponent parts, control and beneficial ownership. 

This dissolution of the atom of property destroys the 
very foundation on which the economic order of the past 
three centuries has rested. Private enterprise, which has 
molded economic life since the close of the middle ages, 
has been rooted in the institution of private property. 
Under the feudal system, its predecessor, economic or- 
ganization grew out of mutual obligations and privileges 
derived by various individuals from their relation to 
property which no one of them owned. Private enter- 
prise, on the other hand, has assumed an owner of the 
instruments of production with complete property rights 
over those instruments. Whereas the organization of 
feudal economic life rested upon an elaborate system 
of binding customs, the organization under the system of 
private enterprise has rested upon the self-interest of 
the property owner — a self-interest held in check only by 
competition and the conditions of supply and demand. 
Such self-interest has long been regarded as the best 
guarantee of economic efficiency. It has been assumed 
that, if the individual is protected in the right both to 
use his own property as he sees fit and to receive the full 
fruits of its use, his desire for personal gain, for profits, 
can be relied upon as an effective incentive to his efficient 
use of any industrial property he may possess. 

In the quasi-public corporation, such an assumption 
no longer holds. As we have seen, it is no longer the 
individual himself who uses his wealth. Those in control 
of that wealth, and therefore in a position to secure in- 
dustrial efficiency and produce profits, are no longer, as 
owners, entitled to the bulk of such profits. Those who 
control the destinies of the typical modem corporation 
own so insignificant a fraction of the company’s stock 
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that the returns from running the corporation profitably 
accrue to them in only a very minor degree. The stock- 
holders, on the other hand, to whom the profits of the 
corporation go, cannot be motivated by those profits to a 
more efficient use of the property, since they have surren- 
dered all disposition of it to those in control of the enter- 
prise. The explosion of the atom of property destroys 
the basis of the old assumption that the quest for profits 
wiU spur the owner of industrial property to its effective 
use. It consequently challenges the fundamental eco- 
nomic principle of individual initiative in industrial 
enterprise. It raises for reexamination the question of 
the motive force back of industry, and the ends for which 
the modem corporation can be or will be ran. 

The corporate system further commands attention 
because its development is progressive, as its features 
become more marked and as new areas come one by one 
under its sway. Economic power, in terms of control over 
physical assets, is apparently responding to a centripetal 
force, tending more and more to concentrate in the hands 
of a few corporate managements. At the same time, bene- 
ficial ownership is centrifugal, tending to divide and sub- 
divide, to split into ever smaller units and to pass freely 
from hand to hand. In other words, ownership continu- 
ally becomes more dispersed ; the power formerly joined 
to it becomes increasingly concentrated; and the corpo- 
rate system is thereby more securely established. 

This system bids fair to be as all-embracing as was 
the feudal system in its time. It demands that we exam- 
ine both its conditions and its trends, for an understand- 
ing of the structure upon which will rest the economic 
order of the future. 
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The Appearance of the Corporate System 

Corporate enterprise is no new institution. From the 
days of the joint stock trading companies which built up 
the merchant empires of England and Holland in the Sev- 
enteenth Century, the quasi-public corporation has been 
well known. Its entrance into the field of industry, how- 
ever, dates from the early Nineteenth Century. In 1800 
the corporate form was used in America mainly for under- 
takings involving a direct public interest: the construction 
of turnpikes, bridges and canals, the operation of banks 
and insurance companies, and the creation of fire 
brigades. Up to that year only 335 profit-seeking corpo- 
rations appear to have been formed in the United States, 
nearly all incorporated in the last decade of the Eight- 
eenth Century. Of these, 219 were turnpike, bridge and 
canal companies, and another 36 furnished water and fire 
protection or dock facilities. Banks and insurance com- 
panies had just begun to assume corporate form and 
numbered 67 at the opening of the century. Manufac- 
turing industry lay almost wholly outside the corporate 
field, being represented by only 6 corporations.^ 

Though some of these early utility corporations were 
quasi-public in character, their stock being held by what 
was, for the time, a large number of stockholders, the first 
important manufacturing enterprise to be so organized 
dates from 1813. The Boston Manufacturing Company, 
first of the large New England textile firms, was estab- 
lished at Waltham, Massachusetts, during that year and 
was in many ways the prototype of the corporations of 
later date. Though insignificantly small in comparison 
with the corporate giants of today this company had all 

‘Joseph S. Davis, “Essays in the Earlier History of American Cor- 
porations,** Cambridge, 1917, Vol. II, p. 24. 
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their essential characteristics. Within ten years of the 
date of incorporation, its stock, originally held by eleven 
stockholders, had become in a sense dispersed. By 1830 
the stockholders numbered 76, no individual owned more 
than SYz per cent of the stock, it took 12 to establish ma- 
jority control, and the management lay with a board of 
directors whose combined holdings amounted to only 22 
per cent. Twenty years later there were 123 stockholders, 
the largest of whom still owmed 'BYz per cent. Fifty-one 
per cent of the stock was distributed among 17 individ- 
uals while the management held only 11 per cent.* 

Small though these figures seem in comparison with 
the hundreds of thousands of stockholders of the Ameri- 
can Telephone Company today, they are none the less 
significant. The number of shareholders represented a 
very considerable dispersion for the par value of each 
share was $1,000 and the total number of available shares 
was small. The paid-in capital of $300,000, — increased 
in 20 years to $1,000,000, — was a very large sum for indus- 
trial enterprise in those days. The size of the industrial 
plant was correspondingly large in relation to those of 
competing concerns, and for the first time, all the textile 
processes, from breaking open the bale of cotton to ship- 
ping the finished cloth, were brought under a single direc- 
tion. Here, too, the “promoter,” so important a figure 
in the corporate system today, clearly appeared. By 
“selling out to the public,” to use the modem phrase, the 
original organizers freed themselves and a large part of 
their capital from the fortunes of their first investment 
and were enabled to go on to organize further smilar 
corporate units. This they did, forming a succession of 
large textile concerns, all corporate in form, all capi- 
talized at $1,000,000 or more within a few years of organi- 
zation, all equipped for large scale, mass production 
including every process, and all publicly held.* In every 


* Derived from the Stock and Dividend Books of the Boston Manu- 
facturing Company, preserved at the Harvard Business School, Cam- 
bridge, Massachusetts. 

*The Merrimack Co. was formed in 1822, the Hamilton in ^5, 
the Appleton and Lowell Companies in 1828 Middlesex in 1830, Tre- 
mont and Suffolk Companies in 1831, the Boott and Massachusetts 
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company, ownership rested with the public and direction 
with a management which owned a relatively small pro- 
portion of the stock. In 1842, the stock of one company, 
the Merrimack, was held by 390 people, including:* 

80 administrators or trustees. 

68 females. 

52 retired business men. 

46 merchants. 

45 manufacturers and mechanics. 

40 clerks, students, and unspecified. 

23 lawyers. 

18 physicians. 

15 farmers. 

3 institutions. 

By virtue of their size and widespread ownership, these 
companies were always distinguished in New England as 
“The Corporations” in contrast to the small private con- 
cerns, though the latter were often incorporated. 

The corporate development of this branch of the 
textile industry stood alone in the industrial field before 
1860. Its growth, moreover, was arrested in the years 
after the Civil War when the corporate system was else- 
where growing apace, so that today, paradoxically, the 
textile industry is one of the few major industries which 
is not dominated by great quasi-public corporations. 

More general in the ante-bellum period, and more 
significant for the future development, was the introduc- 
tion of the corporate system into the railroad field. Rail- 
road construction, involving a heavy initial outlay of 
capital, almost necessitated recourse to the corporate 
form. Olice the first short lines had been constructed, 
this form made possible the next step, consolidation into 
larger systems. The first of the major groupings, the cre- 
ation of the New York Central Railroad in 1853, was 
achieved through the devices which the corporation of- 
fered. The property of 10 small companies between 
Albany and Buffalo was transferred to a new corporation 
by exchange of stock and the 34 million dollars of seen- 

Companies in 1835 and 1839, all in the single city of Lowell. The same 
promoters launched similar concerns in other New England towns and 
founded in 1846 the new textile center of Lawrence. — C. F. Ware, 
“Early New England Cotton Manufacture," Boston, 1931. Appendix A. 
*/bid, p. 150. 
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rities, issued against the combined properties, were dis- 
persed among 2,445 investors in Albany and other cities 
of New York State. No individual or group held a con- 
trolling financial interest in the new corporation.® 
Already the stock of railroad companies was familiar on 
the public exchanges and by the ’Sixties fights for control 
of their properties had become either market fights or 
more sinister legal battles.® 

Since the Civil War, the quasi-public corporation has 
come to dominate the railroad field almost completely. 
Advantages of consolidation and the disastrous effects 
of competition drove companies into larger and larger 
units until, in 1930, 14 great systems operated 86.6 per cent 
of the first class mileage and 81.7 per cent of all railroad 
mileage in the country.’ 

Following the lead of the railroads, in the last part 
of the Nineteenth Century and the early years of the 
Twentieth, one aspect of economic life after another has 
come under corporate sway. Banking and insurance com- 
panies carried the system over from the earlier years of 
the century. So also did the public utilities, among which 
it has become practically universal.® Mining and quarry- 
ing followed close on the heels of the utilities, being 86.3 
per cent corporate in 1902 and 93.6 per cent in 1919.® In 
the latter year, 99 per cent of the wage earners in the cop- 
per industry were employed by corporations, 98 per cent 
in iron ore, 97 per cent in lead and zinc, and 89 per cent 

•F. W. Stevens, “The Beginnings of the New York Central Rail- 
road,” N. Y., 1926, pp. 352, 382. 

•C. F. Adams, “Chapters of Erie,” Boston, 1871, pp. 11, 13. 

Derived from the report of the House Committee on Interstate and 
Foreign Commerce on the “Regulation of Stock Ownership in the 
Railroads,” 71st Congress, 3rd Session, House Report No. 2789, Feb 
21, 1931, pp. LII, LIV. 

* In 1922, 28 miles of electric railroads were in the hands of private 
individuals or partnerships. Census of Elec. Ind., Elec. R. R., 1922, p. 
9. All telegraph companies were corporate by 1917. Census of Elec. 
Ind., Telegraphs, 1917, p. 9. All but $5,000,000 of capital of telephone 
companies in 1922 was corporate. Census of Telephones, 1922, p. 1. All 
but $5,200,000 of gross income of all non-municipal electric light and 
power companies was received by corporations in 1917. (99.0%.) Cen- 
sus of Elec. Ind., Cent. Elec. Lt. & Pr. Sta., 1917, p. 25. In these census 
figures the Massachusetts Trust is presumably included as a corpora- 
tion. 

• Statistical Abstract of the United States, 1925, p. 703. 
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in petroleum and natural gas.“ It should be noted, of 
course, that the extent to which a field is incorporated is 
not an exact measure of the presence of the quasi-public 
corporation and the corporate system, since private cor- 
porations are included in the totals. The latter, however, 
represent in most cases a relatively small proportion of 
the wealth and activity involved and therefore do not 
seriously invalidate such figures as an index of the exten- 
sion of the quasi-public corporation. 

Except for the textile corporations mentioned above, 
the corporate system made slower headway in the manu- 
facturing field. Its growth was stimulated in the period 
immediately following the Civil War by the enlargement 
of industrial units and the spread of mass production. 
In the closing decades of the Nineteenth Century it re- 
ceived a further stimulus from the trust movement of 
those years. By 1899 the census reported 66.7 per cent of 
all manufactured products as made by corporations” and 
corporate increase in the Twentieth Century has been 
most rapid; 87 per cent of goods were so produced by 
1919” and it is fair to assume that over 94 per cent of 
manufacturing is carried on by corporations at the pres- 
ent time.” Wage earners in the employ of manufacturing 
corporations have increased correspondingly from 65 per 
cent of those engaged in manufactures in 1899 to 92 per 
cent (estimated) in 1929.** Though in manufacturing, 
private corporations play a more important role than in 
the mining and utility fields, the growth in total corporate 
manufacturing reflects a large measure of growth of 
quasi-public corporations. 

In a few manufacturing industries the transfer to the 
corporate form has been delayed, but even here the shift 
is noticeable. In 1920, the men’s clothing industry, with 

’•Abstract of 14th Census of the United States, 1920, p. 1278. 

” 13th Census of United States. 1910. Vol. VIII, p. 135. 

“14th Census of United States. 1920, Vol. VIII, pp. 14, 108. 

“ Estimate obtained by projecting trend line based on log of figure 
for per cent of manufactured products not made by corporations ac- 
cording to the census figures of 1899, 1909, and 1919. 

“Abstract of 14th Census of the United States, 1920, p. 1021 for 
1899 and estimate (see note 13 for method) for 1929. 
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a value product of over a billion dollars was only 54.6 
per cent corporate, the bread and baking industry only 
51.7 per cent, millinery and lace goods 46.9 per cent, aut<^ 
mobile repairing 39.1 per cent, women’s clothing 32.9 per 
cent, fur goods 30.1 per cent, cheese-making 20.7 per 
cent.’® These are the most important manufacturing in- 
dustries in which the corporate form has not become over- 
whelmingly predominant,’* but in each case the 1920 figure 
showed a larger proportion of corporate production than 
the figure of the previous census. There is good reason, 
moreover, to believe that the recent census will show a 
very much greater proportion of corporate activity in 
most of these industries. 

In the mercantile field the corporation is only just 
beginning to come into its own. Exact figures are not 
here available, but rough estimates place the per cent of 
wholesale sales made by corporations in 1909 at approxi- 
mately 30 per cent and at 40 per cent in 1925. In the 
same sixteen-year period retail sales by corporations 
grew from 15 to 30 per cent of all retail sales.” The latter 
growth included some additional extension of wholesale 
corporate trade since in many cases the retail corporation 
also performed the wholesale function. Though these 
figures, at best only approximate, may be shown to be in 
error when the census of 1930 reports a thorough canvass 
of the mercantile field for the first time, the rapid growth 
of the corporation in this area cannot be questioned. 

This expansion is almost synonymous with the de- 
velopment of the chain store. From 1919 to 1927 sales 
by chain groceries increased 287 per cent while sales of 
5 and 10 cent store chains grew 160 per cent.’* The rate 
of growth of these chain stores is so far in excess of the 
growth of total retail sales as to represent a noteworthy 


" Abstract of 14th Census of the United States, 1920, pp. 1022-1029. 

"All industries reported in the Census as having a value product 
of over $140,000,000, less than 5S per cent of which was produced by 
corporations. 

" Based on figures supplied by the National Bureau of Economic 
Research. 

" National Bureau of Economic Research, “Recent Economic 
Changes in the United States," N. Y., 1930, p. 362. 
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encroachment of corporate upon private enterprise in 
distribution. 

For the fields of construction and what the census 
calls “unclassified industries” — i. e., personal services, 
amusements, rental of business buildings, professional 
activities of physicians, lawyers, etc,, — ^accurate figures 
are not available. Between forty and sixty per cent of 
all construction appears to be carried on by corporations,” 
and perhaps some 15 to 25 per cent of the unclassified in- 
dustries.*® It is impossible to discover the degree of 
growth in these fields. Certainly there has been a 
marked increase in the number of moving picture houses 
owned by corporations, particularly by the big chains, 
barber and beauty parlors are chained and incorporated 
to a growing but still small extent, restaurant chains have 
grown in the last twenty years, and corporations for the 
owning of business property have extended their opera- 
tions. It is not possible, however, to measure whether 
these developments have been more rapid than the total 
growth of business in these fields. 

One of the last areas of non-corporate activity, the 
field of real estate, shows signs of coming within the cor- 
porate sphere. Much real estate is held by private cor- 
porations. Real estate corporations such as the 
Equitable Office Building, Inc., with active securities on 
the exchanges, have already made their appearance, and 
a Real Estate Exchange has recently been formed in New 
York to deal solely in securities of corporations organized 
to take over real estate. 

In agriculture the corporation has made least head- 
way. In 1920, 61.1 per cent of all farms, measured by 
their value, were operated by the owner, while 34.9 per 
cent were operated by tenants. Only 4.0 per cent were 
operated by managers.** Presumably corporate farming 
was entirely restricted to the latter class, though lands 

” Based on figures supplied by the National Bureau of Economic 
Research. 

* Rough estimate based on Income Tax data. 

" 14th Census of United States, 1920, Vol. V, p. 130. 
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held by a corporation and operated not by the corporation 
bnt by tenants would be included in the second group. 

The operations of the government remain as the only 
field of economic activity not yet considered. Here, of 
course, the corporate system with its widely dispersed 
ownership is not in evidence. It should be noted, how- 
ever, that even the government is beginning to employ the 
corporate device — ^witness, for example, the Port of New 
York Authority. Even here the corporation may become 
the established form, ultimate ownership and, to the ex- 
tent that the democratic machinery is effective, ultimate 
control, vesting with the people. 

Thus, in field after field, the corporation has entered, 
grown, and become wholly or partially dominant. The 
date of its appearance and the degree of its dominance 
have in general varied with two factors, the public char- 
acter of the activity in question and the amount of fixed 
capital necessary to carry on business. It came first in 
the fields of public utilities, common carriers, banks and 
insurance companies (which even in the 1840 ’s were con- 
ceded to perform public functions)®* and last in the areas 
of personal service and agriculture ; — early, with the high 
fixed capital costs in railways and mines ; late, in mercan- 
tile pursuits where capital consists to such a large extent 
of stock on hand. On the basis of its development in the 
past we may look forward to a time when practically all 
economic activity will be carried on under the corporate 
form. And wherever the corporation has become domi- 
nant, it has been in its quasi-public, not its private, rfile. 
It does not simply give a legal clothing to the private 
enterprise of individuals. It adds a new quality to enter- 
prise — ^the quality of multiple ownership. 

■According to Nathan Appleton, leading New England textile 
manufacturer, Ware, op. cit„ p. 290. 
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The Concentration of Economic Power 

The corporate system has done more than evolve a 
norm by which business is carried on. Within it there 
exists a centripetal attraction which draws wealth to- 
gether into aggregations of constantly increasing size, at 
the same time throwing control into the hands of fewer 
and fewer men. The trend is apparent ; and no limit is 
as yet in sight. Were it possible to say that circumstances 
had established the concentration, but that there was no 
basis to form an opinion as to whether the process would 
continue, the whole problem might be simplified. But 
this is not the case. So far as can be seen, every element 
which favored concentration still exists, and the only ap- 
parent factor which may end the tendency is the limit in 
the ability of a few human beings effectively to handle 
the aggregates of property brought under their control. 

The size of the modem giant corporation is difficult 
to grasp. Many people would consider large a corpora- 
tion having assets of a million dollars or an income of 
$50,000. Measured by the average corporation this idea 
would be justified. In 1927 two-thirds of all corporations 
reporting net incomes earned less than $5,000 each.^ The 
average non-banking corporation in that year had an 
income of only $22,000,* and gross assets of but $570,000.* 
In comparison with the average corporation the million 
dollar company would be large. But in comparison to 
the great modem corporation both are pigmies. On the 
basis of assets, the American Telephone and Telegraph 
Company would be equivalent to over 8,000 average sized 

* Statistics of Income, 1927, p. 19. 

* Ibid. pp. 16 and 17. Non-banking is here used to exclude banks, 
insurance companies, and investment trusts. 

* Ibid. pp. 371 and 372. 
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corporations, and both the United States Steel Corpora- 
tion and the Pennsylvania Bailroad Company to over 
4,000. A hundred million dollar company would be 
equivalent in assets to nearly 200 average corporations. 
Clearly such great organisms are not to be thought of in 
the same terms as the average company. Already the 
Telephone Company controls more wealth than is con- 
tained within the borders of twenty-one of the states in 
the country. 

The great extent to which economic activity is today 
carried on by such large enterprises is clearly indicated 
by the accompanying list of the two hundred largest^ 
non-banking corporations, compiled as of January 1, 1930. 
Nearly all of these companies had assets of over one hun- 
dred million dollars, and fifteen had assets of over a 
billion dollars. Their combined assets amounted to 
eighty-one billions of dollars or, as we shall see, nearly 
half of all corporate wealth in the United States. 


Table I. 


The 200 Largest Non-banicing Corporations 
IN THE United States 


Name 


Gross Assets on or 
about Jan. 1, 1930. 
In Millions of Dollars 


AMUSEMENTS 

Eastman Kodak Co. 

General Theatres^ Equipment, Inc. (Fox Theatres). 
Loew’s, Inc. . . 

Paramount Publix Corp. 

Radio Corp. of America 
Warner Bros. Pictures, Inc. 

CHEMICALS 

Petroleum 

Atlantic Refining Co. 

Continental Oil Co 

Gulf Oil Corp. ... 


163.4 

360.0 
124.2 
236.7 

280.0 (est.) 

167.1 


167.2 

198.0 

430.9 


‘ Largest according to gross assets less depreciatwn, as reported 
in Moodv’s Railroad, Public Utility, and Industrial Manuals. In the 
cases where a consolidated balance sheet was not R'y®** Moo y s, 
an estimate was made based on the assets of subsidiaries J * 
assets of the parent corporation minus its investments in aitiliatea 
companies. These estimates, while they cannot be perfectly accurate, 
are sufficiently so for the present purpose. In two cases, no balance 
sheet of the parent was given but a very rough estimate o* ‘be assets 
controlled was made, based on the bonds and stocks of ‘be parent 
company and the assets of certain of its subsidiaries. No company is 
included in the list, a majority of whose voting stock was known to be 
owned by another corporation. 
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Name 

CHEMICALS — Continued 
Petroleum — Continued 

Ohio Oil Co 

Phillips Petroleum Co 

Prairie Oil & Gas Co 

Prairie Pipe Line Co 

Pure Oil Co 

Richfield Oil Co. of California 

Shell Union Oil Corp. 

Sinclair Consolidated Oil Corp 

Sinclair Crude Oil Purchasing Co 

Standard Oil Co. of California 

Standard Oil Co. of Indiana 

Standard Oil Co. of New Jersey 

Standard Oil Co. of New York 

p va Q OTTI 

Tide Wate?‘ Associated Oil Co. . 

Union Oil Associates 

Vacuum Oil Co 

Other Chemicals, Soap, etc. 

Allied Chemical & Dye Corp. . 

Corn Products Refining Co. . . . . 

Du Pont de Nemours & Co. . 

International Match Corp 

Koppers Co 

Procter & Gamble Co. 

Union Carbide 8i Carbon Corp 

COAL 

Consolidation Coal Co. 

Glen Alden Coal Co. 

Philadelphia & Reading Coal & Iron Corp. 
Pittsburgh Coal Co 

FOOD PRODUCTS, DRUGS. TOBACCO, etc. 
Dairy Products 

Borden Co. 

National Dairy Products Corp. . 

Fruit 

United Fruit Co 

Meat 

Armour & Co 

Swift & Co 

Wilson & Co 

Sugar 

American Sugar Refining Co 

Cuban Cane Prod. Co 

Tobacco 

American Tobacco Co 

Liggett & Myers Tobacco Co 

Lorillard (P) Co. 

Reynolds Tobacco Co 

Others 

National Biscuit Co . . . 

GLASS 

Pittsburgh Plate Glass Co 

LEATHER 

International Shoe Co 


Gross Assets on or 
about Jan. 1, 1930. 
In Millions of Dollars 

110.6 

145.3 

209.8 

140.5 

215.4 

131.9 

. . 486.4 

400.6 

111.9 

604.7 

850.0 (est.) 

1767.3 

708.4 

609.8 

251.4 

.. 240.0 (est.) 

. . . 205.7 

277.2 
. . . 126.7 

. 497.3 

217.6 
. 250.0 

109.4 
. . . 306.6 


94.0 

300.0 (est.) 

129.0 
171.5 


174.0 
224.5 

226.0 

452.3 

351.2 

98.0 

157.1 

101.3 

265.4 
150.3 

110.0 

163.1 

133.2 


101.6 


111.3 
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Name 


LUMBER 

Long-Bell Lumber Corp 

MERCANTILE 

Drug, Inc. (United Drug Co.) 

Great Atlantic & Pacific Tea Co 

Kresge Co 

Macy, R. H. & Co. 

Marshall Field & Co. 

Montgomery Ward & Co 

Sears, Roebuck & Co. . . 

United Stores Corp. (United Cigar Stores) 
Woolworth & Co ... 


Gross Assets on or 
about Jan. 1, 1930. 
In Millions of Dollars 

.... 116.1 


158.0 

147.3 

109.5 

. . 97.0 (est.) 

. . . 137.2 

187.5 

251.8 

. . . 161.5 

165.4 


METAL PRODUCTS 
Automobiles 

Chrysler Corp 

Ford Motor Co 

General Motors Corp 

Studebaker Corp. 

Electrical Equipment 

General Electric Co. . 

Westinghouse Electric & Manufacturing Co. . . 
Machinery 

Deere & Co. 

International Harvester Co 

Singer Manufacturing Co 

United Shoe Machinery Corp. 

Others 

American Can Co 

American Car & Foundry Co 

American Locomotive Co 

American Radiator & Standard Sanitary Corp. . 

Baldwin Locomotive Works 

Crane Co 

METALS 

Aluminum 

Aluminum Co, of America 

Copper & Lead 

American Smelting & Refining Co 

Anaconda Copper Mining Co 

Kennecott Copper Corp 

National Lead Co 

Phelps Dodge Corp 

Iron & Steel 

American Rolling Mill Co 

Bethlehem Steel Corp 

Cliffs Corp 

Crucible Steel Co. of America 

Inland Steel Co 

Jones & Laughlin Steel Corp 

National Steel Corp 

Republic Iron & Steel Co 

United States Steel Corp 

Wheeling Steel Corp 

Youngstown Sheet 8c Tube Co 


209.7 

761.0 

1400.0 (est.) 

134.2 

515.7 

253.9 

94.6 

384.0 

210.0 (est.) 
94.1 

191.3 
119.5 
106.2 

199.4 
98.8 

115.9 


300.0 

241.0 
680.6 
337.8 
108.4 

124.7 

104.3 
801.6 

98.0 

124.3 

103.2 

222.0 

120.8 

331.7 
2286.1 

128.3 

235.7 
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Gross Assets on or 

Name about Jan. 1, 1930. 

In Millions of Dollars 

PAPER 

Crown Zellerbach Corp 117.7 

International Paper & Power Co 686.5 

Minnesota & Ontario Paper Co ^.3 

PUBLIC UTILITIES (Grouped according to associated companies) 
C ommunications 

American Telephone & Telegraph Co 4228.4 

Associated Telephone Utilities Co 95.9 

International Telephone & Telegraph Corp 521 .2 

Western Union Telegraph Co 332.2 

Electricity and Gas 

American Commonwealths Power Corp 184.4 

American Water Works & Elec. Co 378.5 

Associated Gas & Electric Co 900.4 

New England Gas and Electric Association 108.7 

Railway and Bus Associates 112.2 

Central Public Service Co 199.5 

Cities Service Co 989.6 

Consolidated Gas Co. of New York 1171.5 

Consolidated Gas, Elec. Lt. & Power Co. of Baltimore 135.9 

Detroit Edison Co 296.1 

Duke Power Co 212.1 

Edison Electric 111. Co. of Boston 156.3 

Electric Bond & Share Co 756.0 

American Gas & Electric Co 431.0 

American Power & Light Co 754.1 

Electric Power & Light Corp 560.0 (est.) 

National Power & Light Co 500.0 (est.) 

(Insull Group) 

Commonwealth Edison Co 440.0 (est.) 

Middle West Utilities Co. 1120.0 (est.) 

Midland United Co .... 298.1 

North Amer. Light & Power Co 308.4 

Peoples Gas, Light & Coke Co 192.1 

Public Service Co. of Northern Illinois 190.0 

(Koppers Co. Group) 

Brooklyn Union Gas Co 123.7 

Eastern Gas & Fuel Associates 158.7 

Lone Star Gas Corp 109.0 

North American Co 810.3 

Pacific Gas & Elec. Co 428.2 

Pacific Lighting Corp 203.4 

So. California Edison Co., Ltd. 340.6 

Stone & Webster, Inc 400.0 (est.) 

Tri-Utilities Corp 346.0 

{United Corporation Group) 

Columbia Gas & Electric Corp 529.2 

Commonwealth and Southern Corp 1133.7 

Niagara Hudson Power Corp. 756.9 

Public Service Corp. of New Jersey 634.6 

United Gas Improvement Co 802.0 

United Light & Power Co 520.1 

United States Electric Power Corp 1125.8 

Utilities Power & Light Corp 373.1 
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Gross Assets on or 
Name about Jan. 1, 1930. 

In Millions of Dollars 

RAILROADS (Grouped according to associated companies) 


Alleghany Corp 

Erie Rd. Co 

Kansas City Southern Ry. Co 

New York, Chicago & St. Louis R. Co. . . 

Wheeling & Lake Erie Ry. Co 

Atchison, Topeka & Santa Fe Ry. Co 

Atlantic Coast Line R. Co 

Baltimore & Ohio Rd. Co 

Chicago & Alton Rd. Co 

Reading Co 

Western Maryland Ry. Co 

Chicago & Eastern Illinois Ry. Co 

Chicago Great Western Rd. Co 

Chicago, Milwaukee, St. Paul & Pacific Rd. Co. 

Chicago & North Western Ry. Co 

Chicago, Rock Island & Pacific Ry. Co. 

Chicago Union Station Co 

Delaware & Hudson Co 

Delaware, Lackawanna & Western R. Co. 

Denver & Rio Grande Western Rd. Co 

Florida East Coast Ry. Co 

[Great Northern Ry. Co 

(Northern Pacific Ry. Co. ... 

Chicago, Burlington & Quincy . Rd. Co. 
Spokane, Portland & Seattle Ry. Co. 

Missouri-Kansas-Texas Rd. Co 

New York Central Rd. Co, 

New York, New Haven & Hartford R. Co. 
Boston & Maine Rd. Co. 

Pennsylvania R. Co. 

Lehigh Valley Rd. Co 

Norfolk & Western Ry. Co 

Wabash Ry. Co. . 

St. Louis-San Francisco Ry. Co 

St. Louis Southwestern Ry. Co 

Seaboard Air Line Ry. Co. 

Southern Pacific Co 

Southern Ry. Co. 

Union Pacific Rd. Co. 

Illinois Central Rd. Co 

Virginian Ry. Co. 

Western Pacific Rd. Corp 


1600.0 (est.) 

560.9 
146.1 

350.0 (est.) 

104.1 
1135.4 

840.0 (est.) 
1040.8 

161.8 

565.0 (est.) 

168.2 
97.4 

149.2 

776.1 

641.0 

477.4 

96.8 

269.4 

189.3 

223.4 

123.6 

812.4 

813.9 

645.4 

140.2 

314.0 
2250.0 

560.8 

256.4 

2600.0 (est.) 

226.0 

497.0 

334.6 

439.9 

139.4 

283.1 
2156.7 

655.5 

1121.1 

680.9 

152.7 

156.0 (est.) 


REAL ESTATE 

U. S. Realty & Improvement Co. 

RUBBER 

B. F. Goodrich Co 

Firestone Tire & Rubber Co. . . 
Goodyear Tire & Rubber Co. 
United States Rubber Co 


124.6 


163.6 

161.6 
243.2 
307.8 


TEXTILES 

American Woolen Co. 


113.9 
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Gross Assets on or 
Name about Jan. 1, 1930. 

In Millions of Dollars 

TRACTION 

Boston Elevated Ry. Co 109.7 

Brooklyn & Manhattan Transit Co 288.5 

Chicago Rys. Co 108.2 

Hudson Manhattan R. Co 131.7 

Interborough Rapid Transit Co 458.6 

Philadelphia Rapid Transit Co 95.6 

Third Avenue Ry. Co 110.0(est.) 

United Rys. & Elec. Co. of Baltimore 96.7 

TRANSPORTATION 

International Mercantile Marine Co 100.0 (est.) 

Pullman, Inc 315.5 


These great companies form the very framework of 
American industry. The individual must come in contact 
with them almost constantly. He may own an interest in 
one or more of them, he may be employed by one of them, 
but above all he is continually accepting their service. If 
he travels any distance he is almost certain to ride on one 
of the great railroad systems. The engine which draws 
him has probably been constructed by the American 
Locomotive Company or the Baldwin Locomotive Works ; 
the car in which he rides is likely to have been made 
by the American Car and Foundry Company or one of 
its subsidiaries, unless he is enjoying the services of the 
Pullman Company. The rails have almost certainly been 
supplied by one of the eleven steel companies on the list ; 
and coal may well have come from one of the four coal 
companies, if not from a mine owned by the railroad 
itself. Perhaps the individual travels by automobile — in 
a ear manufactured by the Ford, General Motors, Stude- 
baker, or Chrysler Companies, on tires supplied by 
Firestone, Goodrich, Goodyear or the United States Rub- 
ber Company. He may choose among the brands of gas 
furnished by one of the twenty petroleum companies all 
actively seeking his trade. Should he pause to send a 
telegram or to telephone, one of the listed companies 
would be sure to fill his need. 

Perhaps, on the other hand, the individual stays in 
his own home in comparative isolation and privacy. 
What do the two hundred largest companies mean to him 
there 1 His electricity and gas are almost sure to be fur- 
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nished by one of these public utility companies: the 
aluminum of his kitchen utensils by the Aluminum Co. of 
America. His electric refrigerator may be the product 
of General Motors Co., or of one of the two great electric 
equipment companies, General Electric and Westinghouse 
Electric. The chances are that the Crane Company has 
supplied his plumbing fixtures, the American Radiator 
and Standard Sanitary Corp. his heating equipment. He 
probably buys at least some of his groceries from the 
Great Atlantic and Pacific Tea Co. — a company that ex- 
pected to sell one-eighth of all the groceries in the country 
in 1930** — and he secures some of his drugs, directly or 
indirectly, from the United Drug Company. The cans 
which contain his groceries may well have been made by 
the American Can Company ; his sugar has been refined 
by one of the major companies, his meat has probably 
been prepared by Swift, Armour, or Wilson, his crackers 
put up by the National Biscuit Company. The newspaper 
which comes to his door may be printed on International 
Paper Company paper or on that of the Crown Zellerbach 
Corporation; his shoes may be one of the International 
Shoe Company’s makes; and although his suit may not 
be made of American Woolen Company cloth, it has 
doubtless been stitched on a Singer sewing machine. 

If he seeks amusement through a radio he will almost 
of necessity use a set made under a license of the Radio 
Corporation of America. When he steps out to the 
movies he will probably see a Paramount, Fox, or Warner 
Brothers’ picture (taken on Eastman Kodak film) at a 
theatre controlled by one of these producing groups. No 
matter which of the alluring cigarette advertisements he 
succumbs to he is almost sure to find himself smoking 
one of the many brands put out by the “big four” tobacco 
companies, and he probably stops to buy them at the 
United Cigar store on the corner. 

Even where the individual does not come in direct 
contact, he cannot escape indirect contact with these com- 
panies, so ubiquitous have they become. There are few 


Wall Street Journal, Nov. 25, 1929. 
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articles of consumption to whose production one of the 
big companies has not to some extent contributed. The 
International Harvester Company and the Deere Com- 
pany, plowmakers, have aided in the production of most 
of the bread that the American eats, to much of the 
cotton he wears and to many of the other agricultural 
products he consumes. It is almost impossible to obtain 
electric power from a local utility without receiving serv- 
ice from generating equipment supplied by one of the 
two big electric equipment companies. Few industrial 
products are made without the aid at some point in the 
process of steel derived from one of the big companies. 
And nearly every article involves transportation by one 
of the big railroads, either in the state of a raw material 
or that of a finished product. 

While these companies play an integral part in the 
business of the country, their dominant position becomes 
apparent only when we seek to examine their importance 
in relation to the whole of the American economy. Here 
we must turn to the tool of statistics for only thus can 
we grasp the picture of our economic life as a whole. To 
make a statistical comparison of the relative importance 
of the large corporations, it is first necessary to decide 
upon a measure of importance. Since this study is pri- 
marily concerned with property, we have taken wealth, 
the economic equivalent of property, as the criterion of 
“importance” and have further assumed that the gross 
assets® controlled by a corporation are roughly propor- 
tional to its wealth. Wherever possible, however, the 
results obtained have been checked by the use of a second 
measure of importance — ^net earnings.* 

In seeking to present a picture of the relative posi- 
tions of these large corporations, four economic areas will 
be examined: (1) the New York stock market; (2) all 

• Gross assets less depreciation. In some balance sheets deprecia- 
tion is subtracted from assets and in others it is included as a liability. 
Both practices are legitimate, but the latter results in a larger figure 
for gross assets. An adjustment has, therefore, been made where 
necessary to obtain gross assets exclusive of depreciation. 

•Statutory net income as compiled by the Treasury Department. 
This consists of the untaxed net income derived by a corporation di- 
rectly from its business operations. 
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corporate wealth; (3) all business wealth; and (4) the 
national wealth. 

In the New York stock market there can be no ques- 
tion of the dominant position of the large corporation. 
Taking the list of stocks published weekly by the “Com- 
mercial and Financial Chronicle” and covering all hut the 
most inactive stocks traded on the New York Stock Ex- 
change in a normal week, 130 out of the 573 independent 
American corporations represented can be classed as 
huge companies, each reporting assets of over one hun- 
dred million dollars.^ These 130 companies controlled 
more than 80 per cent of the assets of all the companies 
represented. In the following table, these corporations 
are grouped by size showing the total assets held by each 
group and the per cent which this represents of the assets 
of all the corporations covered.* 

Size measured by Number of Gross assets held Per cent of 


gross assets companies by group total assets 

represented 

Under $50,000,000 372 $ 7,325,000,000 10.9 

$50-$100,000,000 71 4.950,000,000 7.4 

Over $100,000,000 . 130 54,714,000,000 81.7 

Total 573 $66,989,000,000 100.0 


’ The stocks of 678 corporations were included in the list pub- 
lished by the '‘Commercial and Financial Chronicle” in the issue select- 
ed, that of the typical week of March 9, 1929. Of these, 76 were 
subsidiaries of other corporations on the list, 21 were foreign corpora- 
tions and 8 were financial corporations. When a corporation listed on 
the exchange was a subsidiary of a corporation not listed, the parent 
was regarded as represented on the exchange. The assets of the listed 
corporations w'ere obtained in Moody’s Manuals for 1928 and 1929. 

•A similar study was made for the independent companies listed 
on the New York Curb Exchange, using the curb transaction jist from 
the same issue of the "Commercial and Financial Chronicle. ^ Unfor- 
tunately, the study was first made for a different purpose which involved 
only the companies in existence in 1927 and a compilation of assets 
as of that date. For this reason it does not include many companies 
which should be added. As the correction would probably not make 
a radical difference in the set of percentages, the uncorrected results 
are given below; 


Size measured by 
gross assets 

Under $50,000,000 . . . . 

$50-$100,000,000 

Over $100,000,000 . . 


Number of 

Gross assets held 

Per cent of 

companies 

by group 

total assets 
represented 

371 

$3,731,000,000 

24.3 

31 

2,308,000,000 

15.0 

37 

9,338,000,000 

60.7 

139 

$15,377,000,000 

100.0 


Total 
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Besides showing the overwhelming importance of the 
huge corporation, this table shows what is perhaps of 
even greater significance, the relative unimportance of 
the medium-sized corporation having assets between 
$50,000,000 and $100,000,000 and as a group controlling 
less than 8 per cent of the total assets represented. The 
small corporations — and in this day of industrial giants 
the reader must not be shocked by the reference to all 
corporations with assets less than $50,000,000 as small — 
though numerous, do not hold an important position. It 
is noteworthy, however, that practically half the corpora- 
tions included had less than $30,000,000 assets and as a 
group controlled less than 6 per cent of the total.* 

When we compare the combined assets of the two 
hundred largest non-banking corporations with the assets 
of all non-banking corporations, their dominant role is 
further emphasized. These companies, 42 railroads, 52 
public utilities, and 106 industrials, each with assets over 
ninety million dollars, had combined assets at the begin- 
ning of 1930 of $81,074,000,000.^® According to an esti- 
mate based on Income Tax figures, the total assets of all 
non-banking corporations at the beginning of 1930 
amounted to $165,000,000,000." Thus the two hundred 
hig companies controlled 49.2 per cent or nearly half of 
all non-hanking corporate wealth, while the remaining 
half was owned by the more than 300,000 smaller com- 
panies. 

The same dominant position of the large companies 
is shown when we compare the net income of the largest 

• See Appendix A for a more detailed table of companies according 
to size. 

“In the 26 cases where a consolidated balance sheet was not given 
in Moody’s an estimate was made based on the assets of subsidiaries 
and the assets of the parent corporation minus its investments in 
affiliated companies. These estimates, while they cannot be perfectly 
accurate, are sufficiently so for the present purpose. In two cases, no 
balance sheet of the parent was given but a very rough estimate of the 
assets controlled was made, based on the bonds and stocks of the 
parent company and the assets of certain of its subsidiaries. 

“ This estimate was arrived at by making an estimate of the gross 
assets of all non-banking corporations on Dec. 31, 1929, according to 
the method described in “The Large Corporation in American Eco- 
nomic Life,” American Economic Review, Vo\, XXI. March, 1931, 
pp. 15 and 16. 
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companies with the net income of all corporations. In 
1929, the most recent year for which Income Tax statistics 
have been published, the largest two hundred non- 
banking corporations, each with an income of over 
$5,000,000, received 43.2 per cent of the income of all non- 
banking corporations.^* 

Even this figure, however, tends to minimize the im- 
portance of the big companies. To a very considerable 
extent the Income Tax statistics, on which it is based, 
fail to include as part of the income of a big company all 
the income derived from property under its control. In 
compiling the figures of income the Treasury Department 
has tabulated as separate corporations all companies 
filing separate Income Tax returns, even when they were 
actually controlled by other companies. Since any sub- 
sidiary company controlled through ownership of less 
than 95 per cent of its stock (or of the voting stock) was 
required to file a separate return^ — and any subsidiary 
could file a separate return if it so desired — ^many com- 
panies are included as separate when actually they were 
controlled by other companies and for the present pur- 
pose should have their earnings consolidated with the 
latter. 

For instance, the American Telephone and Telegraph 
Company was presumably represented in Income Tax re- 
turns as at least four companies, the parent company with 
assets over $3,0(X) million in 1928, the Pacific Telephone 
and Telegraph Company with assets over $379 million, 
the New England Telephone and Telegraph Company 
with $268 million assets and the Mountain States Tele- 
phone and Telegraph Company with $80 million assets.** 
Even dividends received from these subsidiaries were not 


“See Table IV. 

“Revenue Act of 1926, Sec. 240 (a), (c) and (d). In case 95 per 
cent or more of the stock or of the voting stock of c^cli of two r 
more corporations was owned by “the same interests the t^^Jpora- 
tions could file a consolidated return and would, “ 

a single corporation in the statistics of income. Such a situation arises 
SO infrequently that it need not be regarded here. 

“ Subsidiaries of the American Telephone and 

presumably filing income tax returns /^^..S^’^f’Teleohone 

(i. e., less than 95 per cent owned). Derived from Bell lelephone 
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included in the statutory net income of the parent. Many 
other large coi^porations were in the same situation. For 
this reason the earned incomes reported by the large com- 
panies are frequently less than the earnings of property 
under their control. 

A second factor tending to minimize the apparent 
importance of the large corporation, is the greater pro- 
portion of its income which is paid out as interest and 
therefore is not included as ‘ ‘ statutory net income. ” It is 
fairly certain that large companies, particularly railroad 
and public utilities, tend to have a larger indebtedness in 
proportion to their size than small companies. If the net 
income of all subsidiary corporations had been included 
in the net income of parents, and if income had included 
income represented by amounts paid out as interest, it 
is probable that the two hundred largest would have re- 
ceived well over 45 per cent of the net income of all 
corporations. This figure would therefore tend to give 
support to the figure derived on the basis of gross assets. 

The income figures also indicated that the medium- 
sized corporation is not a particularly important factor. 
The 800 non-financial corporations next in size (according 
to net income) after the largest 200, received only 19.3 
per cent of the net income of all corporations. This figure 
covers all corporations reporting income of over one mil- 
lion dollars and less than four and one-half million 
dollars, incomes representing assets ranging roughly from 
18 to 80 million dollars. If all corporations had filed con- 
solidated income accounts, the 800 corporations would 
have reported a still smaller proportion of corporate in- 
come since that of many important corporations would 
have been shifted into the higher group and only a slight 
balancing would come through addition from below. 


Securities-Reference Tables and Descriptions,” 1929, published by the 
Bell Telephone Securities Company, a subsidiary of the American 
Telephone and Telegraph Company. Figures as of December 31, 1928: 

Gross assets Per cent stock 

in millions. Name owned by A. T. & T. Co. 

$ 80.1 Mountain States Tel. & Tel. Co 72.82 

268.6 New England Tel. & Tel. Co 61.98 

379.6 Pacific Tel. & Tel. Co 82.00 
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In contrast to the medium-sized, the small corpora- 
tion, reporting an income under one million dollars, 
makes an important showing. Such corporations ac- 
counted for 37.5 per cent of all corporate income, due, in 
large measure, to the sheer weight of numbers among the 
smallest units. This would seem to indicate that the bulk 
of corporate wealth was represented either by huge units 
having assets running into the hundreds of millions or 
by relatively small corporations having assets under four 
million dollars. 

When we seek to compare the wealth of the big com- 
panies with that of all industry we get into difficulty since 
there appears to be no adequate basis for estimating the 
total business wealth in the country. A very rough esti- 
mate,” however, indicates that at least 78 per cent and 
probably a larger proportion of American business wealth 
is corporate wealth. Since the two hundred largest cor- 
porations controlled approximately 49 per cent of all 
corporate wealth, the rough calculation would indicate 
that they controlled 38 per cent or more of all business 
wealth. 

When we come to national wealth, we are necessarily 
dealing with estimates which can at best be only most 
approximate. The National Industrial Conference Board 
has estimated that the national wealth at the end of 1928 
amounted to $360,062,000,000.” If we assume an increase 
equal to the average of the previous six years we should 
have $367,000,000,000 as the national wealth in 1929. 
Since the total assets of the two hundred big companies 
in that year amounted to $81,077,000,000,*’ they controlled 
roughlv 22 per cent of the total wealth of the country. 
The lower relative importance of the large corporation 
in comparison to the national wealth is in large measure 
due to the importance of agricultural land and improve- 


"The method employed is described in “The Large Corporation in 
American Economic Life,” loc. cit. pp. 19 and 20. 

"The Conference Board Bulletin, No. 38 (February 25, 1930). p. 
303, National Industrial Conference Board, New York. 

"The error due to including bills receivable in gross assets is not 
sufficiently large in comparison to the probable error in the es 
of national wealth to warrant making an adjustment. 



32 The Modern Corporation and Private Property 


ments, residential real estate, personal property includ- 
ing automobiles, and the large volume of government 
property. 

To recapitulate, the following table gives the results 
of the foregoing analysis : 


Relative Importance of Large Corporations 

(On or about January 1, 1930) 



Results 
obtained 
by actual 
computation 

Probable 

limits 

Proportion of corporate wealth (other 
than banking) controlled by the 200 
largest corporations 

49.2% 

45-53% 

Proportion of business wealth (other than 
banking) controlled by the 200 largest 
corporations 

38.0% ‘ 

35-45% 

Proportion of national wealth controlled 
by the 2(X) largest corporations 

22.0% 

15-25% 


' Unadjusted for unconsolidated income tax returns. 


It is apparent from these figures that a very consid- 
erable portion of the industrial wealth of the country has 
been concentrated under the control of a relatively few 
huge units. There were over 300,000 non-financial cor- 
porations in the country in 1929. Yet 200 of these, or less 
than seven-hundredths of one per cent, control nearly half 
the corporate wealth. 

It must further be remembered that the influence 
of one of these huge companies extends far beyond the 
assets under its direct control. Smaller companies which 
sell to or buy from the larger companies are likely to 
be influenced by them to a vastly greater extent than by 
other smaller companies with which they might deal. In 
many eases the continued prosperity of the smaller com- 
pany depends on the favor of the larger and almost in- 
evitably the interests of the latter become the interests of 
the former. The influence of the larger company on prices 
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is often greatly increased by its mere size, even tbongh 
it does not begin to approach a monopoly. Its political 
influence may be tremendous. Therefore, if roughly half 
of corporate wealth is controlled by two hundred large 
corporations and half by smaller companies it is fair to 
assume that very much more than half of industry is 
dominated by these great units. This concentration is 
made even more significant when it is recalled that as a 
result of it, approximately 2,000 individuals out of a pop- 
ulation of one hundred and twenty-five million are in a 
position to control and direct half of industry. 

The actual extent to which the concentration of power 
has progressed is striking enough. More striking still, 
however, is the pace at which it is proceeding. In 1909, 
the assets of the 200 then largest non-banking corpora- 
tions amounted to only $26.0 billion.’® By 1919 they had 
reached $43.7 billion, an increase of 68 per cent in ten 
years. In the next ten years from 1919 to 1929 they in- 
creased to $81.1 billion, an increase of 85 per cent. 

The growth of 150 identical corporations included in 
the largest 200 companies in both 1919 and 1928 is given 
in Table II. 

The assets of 44 identical railroads increased from 
$18 billion in 1919 to $23 billion in 1928 or 24 per cent; 
71 identical industrial corporations increased from $14 bil- 
lion to $23 billion in the same period, a growth of approxi- 
mately 58 per cent in nine years. In the public utility 
field, as is well known, the rate has been vastly more 
rapid. In the same nine years the assets of 35 identical 
utilities grew from $6 billion to $18 billion, or nearly three 
times. The more rapid growth of the utilities approxi- 
mately compensates for the slow growth of the railroads, 
and the total for the 150 corporations shows a growth 
from $39 billion to $63 billion, or an increase of practically 
63 per cent. 

Though the growth of the large corporations shown 
in these tables is rapid, it is truly significant only if it 
has been more rapid than the growth of all industrial 


•See Table III. 
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Table II. Geoss Assets of 150 Identical Coepobations 
Common to Both 1919 and 1928 List of 200 
Laegest Ameeican Coepoeations 


Gross Assets as of Dec. 31 in Million Dollars * 



44 

71 

35 

150 


Rail- 

Indu.s- 

Public 

Corpo- 

Year 

roads 

trials 

Utilities 

rations 

1919 

18,480 

14,288 

6,017 

38,785 

1920 

20,535 

16,186 

6,393 

43,114 

1921 

20,186 

15,590 

6,745 

42,521 

1922 

20,643 

15,962 

7,757 

44,362 

1923 

20,409 

17,174 

8,749 

46,332 

1924 

20,839 

17,703 

9,814 

48,356 

1925 

21,272 

19,111 

11,508 

51,891 

1926 

21,881 

20,569 

13,562 

56,012 

1927 

22,462 

21,154 

15,580 

59,192 

1928 

23,026 

22,675 

17,703 

63,404 

Increase 

1919-1928 

24 % 

58% 

194% 

63% 

Annual Rate of Growth 
1919-1928 * 2.4^0 

5.2% 

12.3% 

5.6% 

Increase 

1924-1928 

9 % 

28% 

80% 

31% 

Annual Rate of Growth 
1924-1928 ’ 2.3% 

6.0% 

15.9% 

7.0% 


* Derived from Moody’s Railroad, Public Utility and Industrial Manuals. 

* Compounded annually. 


wealth. We have already discussed the difficulty in esti- 
mating the total industrial wealth for each year ; but, as 
we have seen, more accurate material is available with 
reference to the wealth of corporations. Here again the 
distinction between banking and non-banking corpora- 
tions is necessary, especially in view of the rapid growth 
of investment trusts which have been included, for the 
present purpose, with banks. Where industrial activity 
is concerned, there is reason to exclude such companies 
from consideration. In examining the growth of the 200 
largest corporations, the increase in their gross assets has 
been accepted as a reasonable measure of growth. In 
measuring the growth of all non-linancial corporations, 
no accurate figures for gross assets are available. For 
certain years, notably 1921, 1924, and 1926 to 1929, a fig- 
ure which the Federal Trade Commission has designated 
as “wealth used in corporate business” can, however, be 
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employed as a satisfactory measure of growth. This item 
includes only cash, inventory, land, buildings and equip- 
ment. In each of these years the figure is based upon the 
data supplied from tax returns, and, to make the data for 
the different years comparable, certain adjustments have 
been necessary as explained in the footnotes of Table III. 
With these adjustments, the figures for different years 
become reasonably comparable and should indicate with 
a fair degree of accuracy the rate of increase of all cor- 
porate wealth exclusive of that of banking corporations. 
For the year 1909 less satisfactory material is available; 
but an estimate, involving a very much larger margin of 
error, has been made for that year. 

When the rates of growth of the wealth of all non- 
financial corporations and of the assets of the 200 largest 
corporations are thus compared, they show the large 
corporations as a group to be growing very much more 
rapidly than all corporations. For the period from 1909 
to 1928 their annual rate of growth has been 5.4 per cent, 
while that of all corporations (assuming the estimates are 
reliable) has amounted to only 3.6 per cent, and for cor- 
porations other than the largest 200 only 2.0 per cent. The 
large corporations would thus appear to be increasing in 
wealth over 50 per cent faster than all corporations or 
over two and one-half times as fast as smaller corpora- 
tions. From 1921 to 1928 the annual rate of growth of the 
large corporations has been 6.1 per cent compared with 
4.4 per cent for all corporations or 3.1 per cent for the 
smaller companies. From 1924 to 1928, a period of most 
rapid growth, the annual rates were respectively 7.7 per 
cent for the large, 4.9 per cent for all, and only 2.6 per cent 
for corporations other than the largest 200, indicating 
that the large corporations were growing more than half 
again as fast as all corporations and three times as fast 
as smaller corporations. 

This very much more rapid rate of growth of the big 
companies in comparison to other companies is equally 
evident when we examine the proportion of the inc^e 
of all non-banking corporations which has been reported 
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Table III. Comparison of Growth of Large Corpora- 
tions WITH Growth of All Corporations 


200 largest non-financial 
corporations 

All non-financial 
corporations 


Gross assets as of 

Annual rate 

Estimated wealth as 

Annual rate 

Year 

December 31 ^ 

of growth * 

of December 31 

of growth • 


(million dollars) 

(per cent) 

(million dollars) 

(per cent) 


(a) 

(b) 

(c) 

(d) 

1909 

$26,0631 


$ 63,303*' 



1919 

43,718 1 

C 1 



0 

1920 

48,436 ( 




O.v 

1921 

47.762] 


90,507* 



1922 

49,729 

4.1 




1923 

51,886 

4.2 



4.3 

1924 

54,337 

4.7 

102,658“ 



1925 

58.317 

7.2 



A ft 

1926 

63,404 

8.7 

112,435* 


H.O 

1927 

67,165 

5.9 

117,693^ 


4.5 

1928 

73,139 

8.6 

124,334* 


5.7 

1929 

81,074 

10.6 

131,500“ 


5.8 

1909-1928 


5.4 



3.6 

1921-1928 


6.1 



4.4 

1924-1928 


7.7 



4.9 


^ For method of obtaining figures see text. 

* Where an interval of more than a year intervenes between successive figures, 
the annual rate of growth is figured on a basis which gives a rate compounded annually. 

■ Estimate obtained hy determining the per cent growth in the capital stocks and 
indebtedness of all non-financial corporations between December 31, 1909 (Annual 
Report of (Commissioner of Internal Revenue, 1910, pp. 69 and 74) and December 31, 

1924, (Statistics of Income, 1925, pp. 31, 43 and 46). In the latter year the fair 
value of all capital stocks was used, as it was somewhat larger than total par value 
even for those corporations reporting par value. This percentage was then applied to 
the estimated wealth of non-financial corporations on December 31, 1924. 

* Estimate of non-financial corporate wealth made by the Federal Trade Com- 
mission and based upon the capital stock tax returns for approximately December 31, 
1921, as compiled by the Treasury Department. (National Wealth and Income, Federal 
Trade Commission, p. 134.) This figure includes real estate, buildings, and equip- 
ment as reported andf estimates for ca.«5h and inventory. Figures cover all corporations. 

® Figures for real estate, building, equipment, cash and inventory of all non- 
financial corporations as tabulated by the Treasury Department (Statistics of Income, 

1925, p. 40) plus an adjustment for wealth of corporations whose balance sheets were 
not tabulated. Adjustment was made by assuming: the wealth of corporations whose 
assets were not tabulated was in the same proportion to the fair value of their stock 
as the wealth of corporations tabulated to the fair value of their stock {ibid., p. 31.) 

* Real estate, buildings, etc., of non-financial corporations (Statistics of Income, 

1926, pp. 360 and 390) adjusted for corporations whose balance sheets were not 
tabulated. This adjustment was made on the basis of the proportion of balance sheets 
tabulated in each income class. As over 99 per cent of all but the very smallest 
corporations appear to have been tabulated, the error in estimation cannot be large 
(ibtd., pp. 356, 358, 360, and 398). 

^ Same basis as (*) (Statistics of Income, 1927, pp. 371, 372, 380 and 382). 

* Same basis as (•), except that 97 per cent of balance sheets were assumed to 
be tabulated. (Statistics of Income, 1928, pp. 32, 380, and 386 and Statistics of 
Income, 1929, pp. 25 and 332.) 
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each year by tiie 200 companies reporting the largest in- 
comes.” 


Table IV. Geowth of Laeob Corpoeatious as Indicated 
BY Relation of Their Statutory Net Income 
TO That of Alt. Corporations ^ 




Estimated net 

Per cent by 
largest 200 

Estimated 
net income 


Net income of all non- 

income of 200 
largest non- 

of 800 next 
largest non- 

Per cent 
by next 

financial corporations 
(million dollars) 

financial cor- 

corporations 

financial cor- 

largest 

porations 

(^million 

porations 

800 cor- 



fmillion 

dollars) 

(million 

porations 



dollars) 


dollars) 

1920 

$6,899 

$2,307 

33.4 

$1,305 

19.0 

1921 

3,597 

1,354 

37.6 

708 

19.6 



1,958 

32.2 

1,151 

19.0 


7,453 

2,445 

32.8 

1,386 

18.6 


6,591 

2,378 

36.0 

1,247 

19.0 

1925 


2,993 

37.1 

1,522 

18.9 

1926 

8,337 

3,335 

40.0 

1,564 

18.7 

1927 

7,459 

2,865 

38.4 ! 

1,360 

18.2 

1928 

8,646 

3.493 

40.4 

1,618 

18.7 

1929 



43.2 


19.1 

Average 

1920-1923 

$6,006 

$2,015 

33.5 

$1,137 

18.9 

Average 

1926-1929 

$8,474 

$3,444 

40.7 

$1,587 

18.7 


* Derived from Statistics of Income for the respective years. Net income 
of all non-financial corporations equals statutory net income of all corporations report- 
ing net income less that of financial corporations reporting net income. Income for 
the largest 200 was estimated by taking the net income of all non-financial corpora- 
tions reporting income over $5,000,000 including nearly 200 companies and adding to 
this an estimate of the income of additional companies to make the total of 200. In 
each case the few additional companies were assumed to have a net income of 
$5,000,000. (If the average income of the added companies had been $4,500,000 it 
would have lowered the estimate in 1927 only from 38.4 to 38.2 per cent. In other 
years the change would have been very much less. As in each year there were 
approximately 800 companies having incomes between $1,000,000 and $5,000,000, it 
is unlikely that the average income of the few companies necessary to make up the 
200 largest would have been below $4,500,000 and was probably closer to $5,000,000. 
The assumption of the latter figures would not, therefore, lead to appreciable error.) 

Income for the next largest 800 was estimated by taking the income of all non- 
financial corporations reporting statutory net income of over $1,000,000 (approximately 
900 corporations each year) and adding an estimate of the income of additional com- 
panies to make a tptal of 1,000, the extra companies being assumed to have an income 
of $1,000,000. From the resulting figure the estimated income of the largest 200 was 
subtracted. (Error due to the probability that the additional compames had an average 
income of somewhat less than $1,000,000 would be negligible. If 
had been $900,000 it would have reduced the percentage only from 1^8.2 to 18^. As 
there were nearly 1,000 corporations having incomes between $500,000 and $l,m0M, 
the average income of the added companies must have been more nearly $1,000,000 
t^n $900,000. In other years the error would have been even less.) 


” See Tabic IV. 
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For 1921 the results are misleading as in that year, 
the year of depression, the net income of all corporations 
was extremely low, and on purely statistical grounds, one 
would expect the proportion received by the corporations 
reporting the largest income to be very much greater than 
normal. In the remaining years, however, there is no 
reason to think that the figures are not reasonably com- 
parable for different years. The results run roughly par- 
allel to those obtained when the growth in assets was 
examined. Thus, while the years from 1920 to 1923 show 
no noticeable growth in the proportion of net income re- 
ceived by the 200 largest, from 1924 to 1929 there is a 
very marked increase in the proportion of all corporate 
income going to the 200 largest, increasing from 33.4 
per cent in 1920 to 43.2 per cent in 1929 or from an aver- 
age of 33.5 in the years 1920-1923 to an average of 40.4 
in the years 1926-i929. 

This increase in the proportion received by the large 
companies could theoretically be explained on two grounds 
other than the actual growth of the large corporations. 
If they had obtained an increasing rate of return on their 
capital in comparison with the smaller companies, the 
increase in the proportion of income could be explained. 
It could likewise be explained on the ground that for a 
large number of subsidiary corporations the net income 
was not consolidated with the parent in the earlier years 
and was so consolidated in the later years. Tliis latter 
explanation, however, could at most account for only a 
very small part of the increase, since approximately the 
same proportion of all non-financial corporate dividends 
were reported as received by non-financial corporations in 
1927 as in 1922,” indicating that subsidiaries were re- 
ported as separate corporations to approximately the 
same extent throughout the period. 

It is quite conceivable that an important part of the 
increase is explained by the greater profitableness of 
large corporations ; but the fact that the change coincides 

*®20.3 per cent in 1922 and 20.5 per cent in 1927. Derived from 
Statistics of Income, 1922, pp. 18, 19 and 22, and ibid., 1^7. pp. 312 
and 315. 
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roughly with the change shown for corporate wealth 
tends to strengthen the conclusion that the large corpo- 
rations have increased greatly both their proportion of 
the wealth and their proportion of the income of all cor- 
porations. 

Though it is not possible to obtain figures for the 
growth of industrial wealth, we have already seen that 
the corporation has become increasingly important in in- 
dustry after industry. Presumably a constantly increas- 
ing proportion of all industrial wealth has come under 
corporate sway.’'^ If that be the fact, the proportion of 
industrial wealth controlled by the 200 corporations has 
been increasing at a rate even more rapid than their pro- 
portion of all corporate wealth. 

The relative growth of the wealth of the large cor- 
porations and the national wealth can only be very 
roughly calculated. As we have indicated, national 
wealth is a difficult concept to define, and all estimates 
of national wealth must be, at best, approximate; 
so that too much reliance should not be placed on any 
comparison of the growth of corporate wealth with 
that of national wealth. Between 1922 and 1928 the esti- 
mates by the National Industrial Conference Board** 
indicate a growth in national wealth of 12.5 per cent com- 
pared with the growth in assets*® of the 200 largest cor- 
porations of 45.6 per cent, or annual rates of growth of 2.0 
per cent and 6.3 per cent respectively.*® While the esti- 
mates based on the 1930 census figures may be consider- 
ablv higher than those of the Conference Board, the 
estimates of the latter for 1928 would have to be increased 


“The 1899 census reported 66.7 per cent of all P*"®**' 

ucts are made by corporations, as against 87.0 per cent in 1919. An 
extension of trend based on the log of the figure for , 

manufactured products not made by 

census figures of 1899, 1909, and 1919 indicates that in 1^29 approxi- 
mately 94 per cent of all manufactured products were made by corj^o- 
rations. Basis figures obtained from 14th Census of the U. S., . » 

“VattonS Industrial Conference Board, Conference Board Bulle- 
tin No. 38 (February 25, 1930), p. 303. *i,an their 

“The use of the gross assets of corporations 
tangible wealth is reasonable, since the comparison is 
noting changes in relationship rather than an absolute relationship. 

“Compounded annually. 
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by over 30 per cent to make the rate of increase in the 
national wealth equal to that of the 200 corporations. 
There can, therefore, be little doubt that the wealth of the 
large corporations has been increasing at a very much 
more rapid rate than the total national wealth. 

To summarize the conclusions with relation to 
growth : 

(1) On the basis of gross assets, the large corpora- 
tions appear to have been growing between two and three 
times as fast as all other non-financial corporations. 

(2) This conclusion is supported by the figures of 
corporate income. 

(3) Since an increased proportion of industrial 
wealth presumably continues to come under corporate 
sway, the proportion of industrial wealth controlled by 
the large corporations has been increasing at a rate even 
faster than the proportion of corporate wealth controlled 
by them. 

(4) Since estimates of national wealth are ex- 
tremely approximate it is not possible to determine the 
growth in the proportion of national wealth controlled by 
the large corporations, but there can be little question 
that the proportion has been increasing at a rapid rate. 

Just what does this rapid growth of the big com- 
panies promise for the future? Let us project the trend 
of the growth of recent years. If the wealth of the large 
corporations and that of all corporations should each 
continue to increase for the next twenty years at its 
average annual rate for the twenty years from 1909 to 
1929, 70 per cent of all corporate activity would be carried 
on by two hundred corporations by 1950.*® If the more 
rapid rates of growth from 1924 to 1929 were maintained 
for the next twenty years 85 per cent of corporate wealth 
would be held by two hundred huge units. It would take 
only forty years at the 1909-1929 rates or only thirty 
years at the 1924-1929 rates for all corporate activity and 
practically all industrial activity to be absorbed by two 


“Assuming 49.2 per cent of non-banking corporate wealth was 
held by the largest 200 in 1929 and applying the rates of growth indi- 
cated m Table III. 
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hundred giant companies. If the indicated growth of the 
large corporations and of the national wealth were to be 
effective from now until 1950, half of the national wealth 
would be under the control of big companies at the end 
of that period. 

Whether the future will see any such complete ab- 
sorption of economic activity into a few great enterprises 
it is not possible to predict. A glance at Table IH will 
show that the rate of growth has not been uniform. The 
years from 1921 through 1923 showed little more growth 
by the large corporations than by all, though this slack- 
ening may reflect only a breathing spell after the excessive 
growth of the war years. One would expect, moreover, 
that the rate of concentration would slacken as a larger 
and larger proportion of industry became absorbed and 
less remained to be added. The trend of the recent past 
indicates, however, that the great corporation, already of 
tremendous importance today, will become increasingly 
important in the future. 

This conclusion is still further confirmed when we 
examine the ways in which the growth of the large com- 
panies takes place and compare their growth by each 
method with that of other companies. A given corpora- 
tion can increase the wealth under its control in three 
major ways: by reinvesting its earnings, by raising new 
capital through the sale of securities in the public mar- 
kets, and by acquiring control of other corporations by 
either purchase or exchange of securities. While there 
are numerous other ways by which an increase could take 
place, such as private sale of securities to individuals, 
these three so far outweigh other methods that they alone 


need to be considered. 

A comparison of the savings of large corporations 
with those of all corporations indicates that the big com- 
panies as a group save a larger proportion of 
income. In the six-year period from 1922 to 1927 
sive, 108 corporations (all of the 200 largest for which 
consolidated statements could be obtained for each year) 
saved 38.5 per cent of their net income available for 
dividends.” In the same period, all corporations com- 


See Appendix B. 
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bined saved only 29.4 per cent of their net income.**^ Since 
the earnings of the large corporations are included as an 
important proportion in the earnings of aU corporations 
and since these large companies saved a larger than av- 
erage percentage of earnings, the remaining corporations, 
mainly smaller companies, must have saved a proportion 
very much smaller than average, probably less than 25 
per cent of their earnings. The importance of this 
method of growth is indicated by the fact that roughly 
a quarter of the growth of the large corporations was 
derived from earnings between 1922 and 1927. 

Of much greater importance as a source of relative 
expansion has been the second method — ^the raising of 
new capital in the public markets. Over 55 per cent of 
the growth of the large companies has been made possible 
by the public offering of additional securities,*® a fact 
which particularly concerns us here since these offerings 
are all made to the public investor, and since the depend- 
ence of these corporations on new capital is undoubtedly 
one of the strongest factors detennining the relation 
between those who control the corporations and their 
investing stockholders. Here again the large corporation 
increases the wealth under its control by this means of 
expansion to a much greater extent than the smaller com- 
panies. From 1922 to 1927 inclusive, a sample study indi- 
cates that two-thirds of all public offerings of new 
securities (as reported by the ‘ ‘ Commercial and Financial 
Chronicle” — excluding banking companies) were made 
by the two hundred largest companies or their sub- 
sidiaries. 

The third and more spectacular method of growth of 
the large corporations is by consolidation or merger. 
Within the eleven years, 1919 through 1929, no less than 
49 corporations recorded among the largest two hundred 
at one time or another during the period have disap- 

"This difference in rate of saving is probably not an indication of 
greater liberality in paying dividends on the part of the small cor- 
porations but an indication of their greater liability to loss. For both 
groups, the net income for the group included the net income of those 
making a profit minus the losses suffered by the remainder. 

*See Appendix C. 
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peared by merging with other large companies on the 
list.” It would be an extensive task to chronicle all the 
smaller companies which the companies on our list have 
absorbed. A list of a few of the more important industrial 
mergers in 1928 and 1929 involving only one big comjiany 
will be found in Appendix E. Roughly twenty per cent of 
the growth of the largest companies which we have been 
observing can be attributed to additions through merger, 
a growth which effects a reduction in the corporate wealth 
lying outside the control of the largest group. 

The growth in the assets of the two hundred largest 
corporations in the six-year period from 1922 to 1927 in- 
clusive is given below, as well as estimates of the manner 
of growth. 

Estimated savings out of earnings .... $5,748,000,000 26.5'% 

Estimated new capital from sale of securities . . 11,813,000,000 55.0% 
Estimated growth as a result of mergers 4,000,000,000 18.5'% 

$21,561,000,000 100.0% 

Estimated reduction from reappraisals, etc., and 
error in estimates . . . ^ 

Net growth in assets, 1922-1927, inclusive . . . 19,561,000,000 

One question yet remains — ^are these compames 
likely to survive? It is sometimes said that consolida- 
tions of great magnitude sooner or later, more often 
sooner, go into a period of decline, — ^that beyond a certain 
point the organization breaks down, and the whole falls 
of its own weight. There appears, however, to be little 
foundation for such a suggestion. Examination of the 
condition in 1928 of the two hundred companies which 
were largest in 1919 shows the following:*® 

Of the 200 largest corporations in 1919 


23 merged with larger companies." 

154 were included in list of largest 200 corporatioiw in 192o. 
21 remained large and active concerns though 7 of them 
went through reorganization. 

2 liquidated or the equivalent. 


200 

*• For list of these, see Appendix D ... 

•• A study of the present status of the two hundred companies in- 
eluded as the largest in the list for 1910 yield percentage results per 
unit of time almost identical with those for the 1919 list. 

" See Appendix F. 
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This table shows 25 companies actually disappearing 
in nine years, or a rate of disappearance of 1.4 per cent a 
year. If this were the normal rate of disappearance it 
would indicate an average expectancy of over 70 years of 
further life. At the same time the disappearance of a 
corporation through merger does not indicate that its 
organization has broken down and that it is about to fall 
into dissolution ; it passes, but does not die. If we regard 
the two liquidated companies as the only ones which ac- 
tually disappeared, we would have a dissolution rate of 
1 per cent in nine years or an average expectancy of 900 
years of life, either as an independent concern or as an 
integral part of a larger enterprise. On the other hand 
if we apply the rates of merger and of dissolution simul- 
taneously they indicate that at the end of 360 years 
sixteen of the two hundred companies would have dis- 
appeared through dissolution and all the remaining com- 
panies would have merged into a single corporation 
having a life expectancy of over 1000 years. Further- 
more, if the changes in the nine years are a promise of 
the future, half of the companies included in the 1919 list 
of 200 companies will also be represented in a list of the 
largest two hundred compiled a century hence, ten. 
directly and ninety as absorbed units in these ten. 

These figures are, of course, an unwarranted exten- 
sion into the future of the trend of the nine years from 
1919 to 1928. They serve, however, to indicate that there 
is little in the history of the 200 companies in the nine- 
year period considered to suggest that the large cor- 
poration has a short life cycle ending in dissolution. 

In conclusion, then, the huge corporation, the cor- 
poration with $90,000,000 of assets or more, has come to 
dominate most major industries if not all industry in the 
United States. A rapidly increasing proportion of in- 
dustry is carried on under this form of organization. 
There is apparently no immediate limit to its increase. 
It is coming more and more to be the industrial unit with 
which American economic, social, and political life must 
deal. The implications of this fact challenge many of the 
basic assumptions of current thought. 
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(1) Most fundamental of all, it is now necessary to 
think, to a very important extent, in terms of these huge 
units rather than in terms of the multitude of small com- 
peting elements of private enterprise. The emphasis 
must be shifted to that very great proportion of industry 
in the hands of a relatively few units, units which can 
be studied individually and concretely. Such studies will 
reveal the operation of half of industry and what is more 
important, that half which is likely to be more typical 
of the industry of the future.®'* 

(2) Competition has changed in character and the 
principles applicable to present conditions are radically 
different from those which apply when the dominant 
competing units are smaller and more numerous. The 
principles of duopoly have become more important than 
those of free competition. 

(3) An increasing proportion of production is car- 
ried on for use and not for sale. With the increase in 
the large companies, a larger proportion of goods, are 
consumed by the producing organization in the process 
of making further goods. To this extent the calculus of 
cost versus quality would presumably be solved in the 
interest of producing a product which would yield the 
maximum use per unit of cost rather than the maximum 
profit per unit of investment. Under the latter incentive 
the consumer is only incidentally offered the product 
which will give him the most use per unit of cost unless 
he himself is easily able to measure usefulness. Adul- 
teration, shoddy goods, and goods of lower quality than 
would be economically desirable are frequent under the 
incentive for profit. To the extent that production is foi 

“ For instance, it seems likely that a study of the directors and 
senior officers of the 200 largest companies, their training, social back- 
ground, and other characteristics, would reveal more of vital importance 
to the community than a study of those at the head of thousands of 
smaller companies. The same would be true of the ownership of the 
large companies, their labor policies, their price policies, their promo- 
tion practices, etc. This is not to suggest that the practices of the 
large companies would be typical of the smaller companies, bu r 
that they would be factually more important. 
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use by the producing organization there is no such in- 
centive.** 

(4) The nature of capital has changed. To an in- 
creasing extent it is composed not of tangible goods, but 
of organizations built in the past and available to func- 
tion in the future. Even the value of tangible goods 
tends to become increasingly dependent upon their or- 
ganized relationship to other tangible goods composing 
the property of one of these great units. 

(5) Finally, a society in which production is gov- 
erned by blind economic forces is being replaced by one 
in which production is carried on under the ultimate con- 
trol of a handful of individuals.** The economic power 
in the hands of the few persons who control a giant cor- 
poration is a tremendous force which can harm or benefit 
a multitude of individuals, affect whole districts, shift 
the currents of trade, bring ruin to one conununity and 
prosperity to another. The organizations which they con- 
trol have passed far beyond the realm of private enter- 
prise — they have become more nearlj^ social institutions. 

Such is the character of the corporate system — 
dynamic, constantly building itself into greater aggre- 
gates, and thereby changing the basic conditions which 
the tWking of the past has assumed. 

“For instance, it is to the advantage of the American Telephone 
and Telegraph Company to have its subsidiary, the Western Electric 
Company, make the best possible vacuum tubes for the innumerable 
repeater sets in use on its long distance lines. On the other hand, it 
might be to the advantage of a corporation making tubes for sale to 
the public to make second-grade tubes which would wear out quickly 
and allow a second sale at a second profit to be made. 

•• Approximately 2,000 men were directors of the 200 largest cor- 
porations in 1930. Since an important number of these are inactive, 
the ultimate control of nearly half of industry was actually in the 
hands of a few hundred men. 
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The Dispersion of Stock Ownership 

Accompanying the concentration of economic power, 
growing out of it, and making it possible, has come an 
ever wider dispersion of stock ownership. This in turn 
has brought about a fundamental change in the character 
of wealth, — ^in the relation between the individual and his 
wealth, the value of that wealth and the nature of prop- 
erty itself. Dispersion in the ownership of separate 
enterprises appears to be inherent in the corporate sys- 
tem. It has already proceeded far, it is rapidly increas- 
ing, and appears to be an inevitable development. 

As is to be expected, the process of stock dispersion 
has proceeded furthest in the very large companies. The 
stockholder lists of the largest railroad, the Pennsylvania 
Railroad, the largest public utility, the American Tele- 
phone and Telegraph Company, and the largest indus- 
trial, the United States Steel Corporation, show in each 
case that the principal holder in 1929 owned less than 
one per cent of the outstanding stock. The most impor- 
tant holdings reported were, respectively, .34 of one per 
cent, .70 of one per cent, and .90 of one per cent.^ In these 
companies no single individual holds an important pro- 
portion of the total ownership. Even the aggregate 
holdings of the twenty largest stockholders of the Penn- 
sylvania Railroad amounted in 1929 to only 2.7 per 
of the Telephone Company to 4.0 per cent, and of the S^l 
Company to 5.1 per cent. Below the first twen^, the 
amount held by each stockholder dropped off rapidly o 
insignificant proportions. The twentieth hoto of Rail- 
road stock owned but .07 of one per cent, of Trfephone 
stock .09 of one per cent, and of Steel stock but .09 of o”® 
per cent.* The remainder of the half million Telephone 

^ee Table XII, pp. 108 and 109. 

47 



48 The Modern Corporation and Private Property 


stockholders, the 196,119 stoclcholders of the Eailroad and 
the 182,585 holders of Steel stock were negligible as 
individual holders. 

In the dispersion of stock these companies are in the 
lead but are not alone. In many large companies the 
largest stockholding represents a small proportion of 
the total ownership while the number of stockholders is 
legion. According to information covering 1929, the fol- 
lowing companies are comparable to the three described 
above : 


Company 

Atchison, Topeka 8i Santa Fe Ry. Co. 

Chicago, Milwaukee, St. Paul & Pacific Rd. Co.. 

General Electric Co 

Delaware & Hudson Co . . . 

Southern Pacific Co 

Boston Elevated Ry. Co. 

Southern Ry. Co. 

Consolidated Gas Co., of N. Y 

Great Northern Ry, Co. . 

Northern Pacific Ry. Co. 
Missouri-Kansas-Texas Rd. Co. . . . 

Union Pacific Rd. Co 

Baltimore & Ohio Rd. Co. 

Western Union Tel, Co. . . . .. 


Size of 
Largest 

Number of 

Holding 

Stockholders 

.76% 

59,042 

1.36 

12,045 

1.50 

60,374 

1.51 

9,003 

1.65 

55,788 

1.66 

16,419 

1.92 

20,262 

2.11 

93,515 

2.12 

42,085 

2.13 

38,339 

2.23 

12,693 

2.27 

49.387 

2.56 

39,627 

2.74 

23,738 


The fact that these companies are for the most part rail- 
roads and utilities does not indicate that this condition 
is absent in the industrial field. Only the greater diflB- 
culty of obtaining information on industrial companies 
prevents the demonstration of the same situation in that 
area. Various companies for which information was 
secured from private sources showed similar small single 
holdings and verj'^ large numbers of stockholders, but the 
confidential nature of this information prevents its being 
here set forth in detail. 

In the large companies in which the dispersion of 
ownership has not proceeded to the point of eliminating 
all strong stock interests, the most common condition is 
that of wide ownership of the bulk of the stock with a 
substantial minority held by a single interest. In many 
cases the largest stockholder is a second corporation 
which is itself widely owned. Thus, in 1930, the Penn- 
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sylvania Railroad was itself, or through subsidiaries, the 
largest single stockholder, though not a majority holder, 
in the Norfolk & Western Railway, the Wabash, the 
Western Maryland and the New York, New Haven & 
Hartford Railroad, while the second largest holding was 
insignificant. Similarly, the Electric Bond & Share Com- 
pany was the largest single holder in at least three large 
public utility companies. 

Where it is not possible to discover the size of the 
largest holdings, some measure of the degree to which 
a corporation has become publicly owned may be obtained 
by examining the size of its stockholder list. Though a 
large list is not necessarily an indication of the extent to 
which large holdings have disappeared, it is a measure 
of the degree to which public participation has pro- 
gressed. The stockholder lists of 144 companies for 
which information could be obtained * out of the 200 
largest companies described above revealed the fact that 
only 20, representing less than 5 per cent of the assets of 
the 144 companies, each had less than 5000 stockholders, 
while as many as 71 companies had over 20,000.* More 
than half the assets represented belonged to companies 
with 50,000 stockholders or more. In the aggregate these 
companies reported 5,839,116 stockholders of record. 
Among the remainder of the 200 largest companies, for 
which exact information could not be secured, very many 
are known to be widely owned and only six are believed 
to be so closely held that there are less than 1000 stock- 
holders. Furthermore it is likely that even these com- 
panies will at some date in the future be sold out in part 
or in whole to public investors. Only 4 of the 200 com- 
panies (exclusive of 4 jointly controlled by listed com- 
panies) did not have their stocks listed on an organized 
stock exchange.* 


’Excluding companies jointly owned by two or more other big 


companies. 

*See Table V. 

‘ Stocks having trading privileges on 
were treated for the present purpose as 


the New York Curb Market 
listed. The four companies 


Virginian ivaiiway Company 
Florida East Coast Railway Company 


Ford Motor Company 
Koppers Company. 
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Table V. 144 Out op 200 Largest Companies Dis- 
tributed According to Number op Stockholders.^ 




Public 




Railroads 

Utilities 

Industrials 

Total 

Under 5,000 . 

10 

5 

5 

20 

5,000- 19,999 . 

16 

11 

26 

53 

20,000- 49,999 . . 

8 

5 

26 

39 

50,000- 99,999 

3 

10 

9 

22 

100,000-199,999 

1 

3 

3 

7 

200,000-500,000 


3 


3 

Total 

38 

37 

69 

144 


* Derived from Table XII. 


Among companies smaller than the largest two hun- 
dred, the dispersion of stock ownership has often pro- 
gressed to a considerable degree though as is to be ex- 
pected it has nowhere reached the extent evident among 
the biggest companies. In a small group of forty-two 
companies with assets ranging from $6,000,000 to 
$80,000,000 for which information could be obtained, six 
reported over ten thousand and the remaining twenty- 
seven had from five hundred to five thousand.' An added 
indication of extensive public investment in the securities 
of smaller companies is to be found in the large number 
of such companies whose stocks are actively traded on the 
New York Stock Exchange. As we have seen, half of 
the stocks whose prices were regularly reported by the 
Commercial and Financial Chronicle in 1929 were those 
of companies with assets under $30,000,000 while one hun- 
dred of these had less than $10,000,000 assets. 

Still further light is thrown on the ownership of 
smaller companies in a study made by The Federal Trade 
Commission in 1925.* Their report covered the stock- 
holdings of the directors and officers of 4,367 corporations 
selected in a manner to give a cross section of all in- 
dustry and representing approximately one-eighth of the 
capital stock of all corporations. The capital stock of 
these companies amounted on the average to less than 
$2,000,000, indicating that the bulk of the companies in- 

•See Appendix F. 

•Federal Trade Commission, National Wealth and Income, p. 159. 
Table 90. 
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Table VI. Stockholdings by Management 

Officers* and Directors* proportionate holdings of common and pre- 
ferred stock in 1922 by industries arranged in order of holdings 
for comparison with size of corporations involved.^ 



Approximate number of 
companies ^ 

Total par value of 
stock held by 
management 

Average par value of total 
outstanding stock per 
corporation 



Common 

Preferred 

Common 

Preferred 

44 

Steam railroads 

1.2 

.1 

$ 52,402,000 

$11,799,000 

22 

Gas . 

1.4 

.4 

8,063,000 

4,079,000 

36 

Other mining and quar- 
rying 

1.8 

8.2 

7,777,000 

17,000 

378 

Trans. & other public 
utilities 

2.1 

.7 

7,839,000 

1,858,000 

46 

Electric Light & Power 

4.2 

1.8 

4,457,000 

1,675,000 

132 

Mining and quarrying. 

4.5 

6.2 

4,479,000 

681,000 

102 

Telegraph and tele- 
phone t 

5.3 

13.4 

1,441,000 

46,000 

53 

Petroleum mining 

5.3 

2.7 

3,686,000 

775,000 

24 

Electric railroads 

5.4 

8.4 

3,390,000 

399,000 

6 

Chemical and allied 
substances ♦ ... 

6.3 

.3 

138,546,000 

2,889,000 

43 

Coal mining . . 

All industries 

8.4 

9.4 

2,989,000 

1,064,000 

4367 

10.7 

5.8 

1,715,000 

361,000 

16 

Metal and metal prod- 
ucts 

11.4 

12.0 

35,729,000 

15,084,000 

1363 

Manufacturing 

15.0 

9.6 

2,367,000 

547,000 

275 

Food products 

17.5 

5.3 

1,392,000 

443,000 

1203 

Finance . . . 

22.0 

23.1 

433,000 

18,000 

698 

Other manufacturing . 

22.7 

10.6 

1,408,000 

506,000 

140 

Other public utilities 

23.4 

24.7 

354,000 

23,000 

13 

Rubber, rubber goods, 
etc 

39.0 

2.1 

794,000 

1,705,000 

192 

Textile products 

42.9 

17.2 

363,000 

89,000 

41 

Leather products . . 

44.7 

6.1 

645,000 

387,000 

950 

Trade 

48.4 

19.7 

224,000 

25,000 

172 

Service 

49.7 

21.6 

106,000 

14,000 

70 

Agriculture and related 
industries 

55.9 

61.2 

146,000 

3,000 

122 

Lumber and wood 
products 

56.9 

37.3 

250,000 

18,000 

99 

Construction 

67.6 

46.3 

107,000 

14,000 


t Docs not include the Urgcst telephone or the largest telegraph company. 

* Mostly petroleum mining. The figure is presumably dominated by one o 
the Standard Oil units. 

» Derived from Federal Trade Commission. National Wealth and Income, p. 1^5^ 
Table 90. The table is based on data furnished to the commission from 4367 repre* 
tentative corporations. , 

* Approximated by applying percentage of corporations report^ hj F«««*’** 
Commission, ibid. p. ^145; to number^ corporations reported by Treasury Depart- 
ment, Statistics of Income, 1922, p. 16. 
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eluded were extremely small in comparison to the truly 
big companies. Yet the directors and officers of these 
companies owned on the average only 10.7 per cent of their 
common and 5.8 per cent of their preferred stocks. This 
suggests a very considerable ownership of these smaller 
companies by those not directly connected with their man- 
agement. More important is the indication contained in 
the figures, that as the size of the company increases the 
tendency to dispersion increases. It is not possible to 
group the companies directly according to size, since the 
results of the Commission study were reported in the 
form of averages for each industry, thus grouping small 
and large companies. When the industries are arranged 
in order of the average size of the management’s holdings 
of stock, however, the proportion held by the officers and 
directors is seen to vary in almost exactly inverse ratio 
to the average size of the companies under consideration. 
With only two major exceptions, the larger the size of 
the company, the smaller was the proportion of stock 
held by the management.^ In the railroads, with common 
stock averaging $52,000,000 per company, the holdings 
of the management amounted to 1.4 per cent, and in the 
third industry, miscellaneous mining and quarrying, it 
amounted to 1.8 per cent. Only where the companies are 
small did the managements appear to hold important 
stock interests. The holdings of the latter amounted to 
less than 20 per cent except in industries with companies 
having an average capital under a million dollars while 
but three industrial groups, each composed of companies 
averaging less than $200,000, showed directors and officers 
owning more than half the stock. 

It is clear, then, that the dispersion of ownership 
has gone to tremendous lengths among the largest com- 
panies and has progressed to a considerable extent among 
the medium sized. Further, it maj’^ be said that in gen- 
eral the larger the company, the more likely is its owner- 
ship to be diffused among a multitude of individuals. 


’ See Table VI. 
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It is also clear that the dispersion is a continuing 
process. Here again the evidence of the largest com- 
panies is striking. Table VII shows the growth during 
the last thirty years in the number of stockholders of the 
three largest companies. 

The Telephone Company’s shareholders have in- 
creased by leaps and bounds until in three short decades 
the 10,000 owners of 1901 have become the 642,180 owners 
of 1931.® The Pennsylvania Railroad had eight times the 
number of stockholders in 1931 that it had in 1902. The 
United States Steel Company, though its stockholder list 
has fluctuated more than that of the other two, has shown 
a similar proportionate increase. Once the process of dis- 
tribution is well under way, the evidence of these com- 
panies indicates that it tends tp proceed swiftly and far. 

A similar tendency for stockholders to increase mark- 
edly is revealed among the thirty-one representative large 
companies for which information since 1900 was available. 
(Appendix O.) As line 5 in the accompanying chart 
graphically shows, the increase here has been most rapid. 
Likewise the estimated total of all stockholders of all 
corporations, has grown almost as rapidly, from 4 mil- 
lions in 1900 to some 18 millions in 1928. (Table VIII.) 

An approximate idea of the number of book stock- 
holders in different industries in 1922 can be obtained 
from estimates based on the average par value of stock 
per holder for a sample group of companies representing 
in the aggregate nearly one-eighth of corporate capital. 
Since 1922 the number of railroad book stockholders has 
declined slightly to approximately 884,000 in 1930.“ The 
number of book stockholders of other public utilities have 
increased at a most rapid rate while the number of stock- 
holders in other industrial groups has increased to a con- 
siderable extent. 


* See Chart I. 

”^he"nwnbe^of book stockholders of Class I 
ginning of 1930 was 840,000. (“Regulation of Stock 

n XT TX T Sifice 5 per cent of the railroad mileage in tne 

couitVy’is^ontSled by oA than Class ^ m^d^^o ‘obtain 
addition to the stockholders of Class I roads has Jj®®? J"?. * 
an estimate of the total number of railroad book stockholders. 
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' For the index covering the book stockholders of all corporations, there is reason to 
question the rapidity of the growth shown between 1900 and 1910. The index is based 
on data for a very small nunmer of companies in 1900, and is dominated by the Ameri> 
can Telephone and Telegraph Company which increased very rapidly in number of 
stockboloers. 
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Table VII. Stookholdebs of the Thbee Labgest 
Amebioah Cobfobatioks 


* “The Growth and Development of the Pennsylvania Railroad Co.,“ H. W. 
Schotter (Philadelphia, 1P27), p. 11. 

*Ih\d., p. 186. 

* Ibid., p. 303. 

Ubid., p. 415. 

* Standard Corporation Records, 

(o) As of May 1, 1929. 

(6) As of May 1, 1928. 

(c) As of Feb. 1, 1927. 

(d) As of April 1, 1930. 

(e) As of Oct 1. 1931. 

* Standard Corporation Records. 

’ Wall Street Journal, October 26, 1929. (Common stock only.) 

* Annual Report, 1929, p. 19. 

* Bell Telephone Securities, 1929, issued by Bell Telephone Securities Co., New 
York, p. 10. (Derived from chart.) 

*** Standard Corporation Records. (Common stock only.) 
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Table VIII. Estimated Number op Book Stockholders 
OF American Corporations* 

1900-1928 


Year 

Total Capital Stock 
of all Corporations 
in the United States 

Average 
No. of flOO 
par value 
shares per 
stockholder 

Estimated No. of 
stockholders 
in the 

United States 

Annual rate 
of increase 
(Compounded 
annually) 

1900 

$61,831,955,370 

140.1 

4,400,000 



64,053,763,141 

86.3 

7,400,000 

5.2% 


65,038,309,611 


7,500,000 

.5% 


66,584,420,424 

77.3 

8,600,000 

3.5% 

1920 

69,205,967,666 

57.3 

12,000,000 

12.0% 

1923 

71,479,464,925 

49.7 

14,400,000 

6.2% 

1928 

91,881,243,985* 


18,000,000 

4.5% 


* As compiled and computed by H. T. Warshow (op, cit., p. 28) for 1900-1923 and 
compiled by the present writer for 1928 on a comparable basis. The relative accuracy 
of Mr. Warshow's estimate is suggested by the estimate of the number of book stock- 
holders in 1922 made by the present writer on the basis of quite different basic figures 
compiled by the Federal Trade G>mmis8ion (see Table IX). By interpolation, 
Mr. Warshow’s figures indicate 13,600,000 book stockholders in 1922. The Federal 
Trade Commission firares covering approximately one eighth of corporate capital 
indicate 13,564,000. While the almost identical results must be looked upon as for- 
tuitous, the figure arrived at is not likely to be wide of the mark. 

’ Statistics of Income, 1922, p. 373. 

• The wide use of no-par stock makes both the figure for total stock of all corpo- 
rations and the estimate of the average shares per stockholder less reliable than in 
earlier years. 


In dealing with these figures of book stockholders 
it should be noted that they represent estimates of the 
combined stockholder lists of all corporations in the 
country or in an industry, not the number of individuals 
in the country or in the industry who own stock since one 
person often owns the stock of several companies. It is 
with the stockholder lists that we are concerned here, for 
they indicate the tendency for individual corporations to 
be owned by an ever-increasing number of investors. 

In recent years, two comparatively new developments 
have contributed in very large measure to the increase 
in the number of stockholders — ownership by customers 
and ownership by employees. Neither of these develop- 
ments, however, appears likely to affect an appreciable 
propo rtion of all stock ownership.” Customer ownership 


••'Ti, more extensii^ discussion of this point, see G. C Means 

The Diffnwon of Stock Ownership in the United States” Ouarterlv 
Journal of Economics. Vol. XVI V (August, 1930) pp ^ 
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Table IX, Estimate of the Number of Book Stock- 
holders OF American Corporations in 
1922 BY Industries ^ 

r for particular industries are 
industry as a whole. 



Agriculture and related 

industries 

Mining and quarrying . 

Coal mining 

Petroleum mining 
Other mining and 

quarrying 

Manufacturing 

Food products . . . . 
Textile products 
Leather products 
Rubber, rubber goods, 

etc 

Lumber and wood 
products 

Chemical and allied 
substances * 

Metal and metal 
products 

Other manufacturing 

Construction 

Transportation and other 
public utilities . 

Steam railroads 
Electric railroads 
Electric light and 

power 

Gas . . 

Telegraph and tele- 
phone 

Other public utilities 

T rade 

Service 

Finance 


Par Value of 
Outstanding 
Stock * 

Average 

Par 

Value per 
Stock- 
holder in 
Sample 

Estimated 
Number 
of Book 
Stockholders 

ti, 126 mm 

$ 8,764 

128000 

%;75, 456000 


2J)43m 

1,330,822,000 

11,991 

\ 111,000 

3,126,591,000 

3,428 

912,000 

4,318,043,000 

4,229 

1,020,000 

23.411083000 


3,074m 

3,876,290,000 

4.576 

846.000 

2,510,313,000 

11,300 


695,597,000 

4,448 



623.981.000 

1.161.528.000 

2.937.217.000 

6.839.215.000 

4.767.242.000 
727M6jm 

17^32^3,000 

8.369.924.000 

1.500.308.000 

1.493.406.000 

909.826.000 

1.787.935.000 

3.470.894.000 

7.659.325.000 
1M9 ,218,000 

12,922j003,000 


202,000 

78.000 
258.000 

741.000 

570.000 
78,000 

3;293jm 

965.000 

392.000 

511.000 

242.000 

473.000 

710.000 

954.000 

374.000 
3, mm 


All Industries 73,703,676,000 
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campaigns which have found their greatest popularity 
in the public utility field, have only been of an appreciable 
importance since 1919. According to figures published 
by the National Electric Light Association, less than 
45,000 individual sales were made to utility customers 
between 1914 and 1919. Thereafter customer ownership 
campaigns became increasingly popular until a maximum 
was reached with a total of 294,000 separate sales in 
1924.” Since that year sales have declined somewhat in 
importance, being approximately 217,000 in 1930, while 
the value of annual sales has declined from a maximum of 
$297,000,000 in 1925 to approximately $135,000,000 in 
1930. Total sales to utility customers from 1914 to the 
end of 1929 numbered 2,000,000, but so many of these 
were additional sales to the same people and so many 
purchasers have undoubtedly sold their stock, that the 
number of persons added to the stockholder lists has 
probably been nearer one million than two, while their 
total holdings of stock obtained by direct purchase amount 
to less than 1^2 per cent of all corporate stocks. Further- 
more the annual sales to customers have dropped to such 
a point that this proportion is onlj’^ just being maintained. 
The force of the movement seems already to have been 
spent. While the number of customer owners will un- 
doubtedly continue to increase, there is little to indicate 
that their holdings will represent an important propor- 
tion of corporate wealth. 

The movement toward employee ownership appears 
to have followed a similar course. According to a com- 
prehensive study made by The National Industrial Con- 
ference Board, only 89 companies had adopted employee 
stock purchase plans prior to 1919, and new companies 
were adopting such plans at the rate of approximately 
nine per year.*® After 1919, they became much more 
popular and were introduced into 24 additional companies 
in 1919, 46 in 1920 and 51 in 1923, their peak year. Since 
that time the number of new companies adopting such 
plans each year has fallen off until in 1926, the last full 

“See Appendix I. 

“ See Appendix J. 
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year covered by the Conference Board study, only 13 
companies were added to the list of those undertaking 
sales to employees. By the middle of 1927, approximately 
800,000 employees had become stockholders and owned 
stock having a market value of $1,000,000,000, or approxi- 
mately one per cent of all corporate stocks then outstand- 
ing. As is the case of customer ownership, it is quite 
possible, not to say probable, that the number of employee 
stockholders will increase, yet there is nothing to suggest 
that their ownership will involve an increasing propor- 
tion of industry. 

The rise in popularity of these two movements was 
undoubtedly due in a considerable measure to the influ- 
ence of Federal taxation. Both developed most vigor- 
ously during a period in which the weight of the Federal 
surtaxes was such as to make the individual with a large 
income an extremely poor market for corporate securi- 
ties.” The difficulty of obtaining new capital from the 
usual sources was thus increased and a new market for 
corporate securities was sought in the man of smaller 
income, the employee and the local customer. With the 
subsequent reduction in surtaxes the large owner has 
again taken his place in the market as a source for new 
capital,” a fact which may explain the lessening volume 
of sales to customers and employees. Factors other than 
taxation must have played a part in the rise and partial 
decline of these two movements. What is most significant 
here, however, is that these two developments have been 
somewhat episodic in character, a fact which suggests 
that the tendency of stock to become dispersed through- 
out the community is more fundamental than any par- 
ticular form which the dispersion may take. 

The passing of ownership from the hands ot the 
managing few to the hands of the investing many raises 
the question of who these multitudinous investors may 
be, from what income classes they are drawn-m other 
words, who the owners of the nation’s industries now are. 


For an extensive discussion of this point see 
Stock Ownership in the United States.” he. ct, pp. 574-590. 


See PP- 61 *63. 
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An answer to this question may be found in the Statistics 
of Income, compiled from Federal income tax returns. 
This record shows that in 1929, 73.7 per cent of corporate 
dividends were received by six hundred thousand persons 
(597,003) reporting taxable income of $5,000 or more. 
Of the remainder, approximately 10 per cent was reported 
by individuals with an income below $5,000 but filing an 
income tax return, including for the most part individuals 
with an income above the taxable minimum of $3,500 for 
married and $1,500 for single persons. The remaining 
16 per cent was presumably received by those not required 
to file income tax returns. The total number of stock- 
holders in the country in that year probably lay between 
4 and 7,000,000 persons.'® The distribution of this owner- 
ship (as indicated by dividends received) among different 
income groups was as follows: 


Distribution of Dividends Among Various Income 
Groups in 1929. 



No. of Individual 
Stockholders 

Per cent 
of all 

Dividends 

Per cent 

Size of 

included in 

Received 

Cumulated 

Taxable Income 

Income Group* 

by Group 

from Above. 

Over $1,000,000 

513 

5 . 74 % 

5.74% 

$100,000 to 1,000,000 

14,303 

19.02% 

24.76% 

25,000 to 100,000 

87.762 

23.97% 

48.73% 

5,000 to 25,000 

494,425 

24.88% 

73.61% 

Under 5,000 

3,5-6,500,000* 

26.28% 

100.00% 


* It is not possible to determine accurately the number of individuals in each 
income gr^oup who actually received dividends. The Treasury Department reports that 
only 516,029 individuals out of 913,597 with incomes over $5,000 actually received 
dividends. For simplicity, it has been assumed here that the 397,568 individuals not 
receiving dividends are included in the group reporting taxable income under $25,000. 
It is probable that no serious error results from this assumption. 

* Estimated — See Appendix K. 

This table shows the very great extent to which persons 
of small or moderate means must be stockholders of cor- 
porations. 

The income tax returns show not only the present 
distribution of ownership among economic groups but 
the changes which have occurred in the last decade. Since 
the start of the record in 1916, it appears that there has 
been a major shift in the ownership of industry from 


“ See Appendix K. 
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CHART II 

Distribution in Ownership of Corporate Stocks 

AS REFLECTED IN DIVIDENDS RECEIVED BY DIFFERENT INOOlfE CROUPS 


1916 1917 

57 . 2 % 

50 % 

40 % 

30 % 

20 % 

10 % 


1918 1920 1921 1922 1923 1924 1925 1926 1927 


% Owned by Receivers of 
25,000 Largest Incomes 


35 . 2 % 

30 % 

20 % 

10 % 


20 % 

10 % 


% Owned by Receivers of 
75,000 Next Largest Incomes 


20 % 

10 % 



45 . 8 % 

40 % 

30 % 

20% 


10 % 


% Owned by Receivers of 
Other than 100,000 Largest Incomes 


io» 
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people of large incomes to those of moderate means. This 
change is clearly shown in Chart II. In 1916, over 57 
per cent of all corporate dividends (excluding those re- 
ceived by other corporations) were received by individ- 
uals reporting the 25,000 largest incomes. In 1921, this 
group reported only 35 per cent of all dividends. At the 
same time, individuals reporting other than the 100,000 
largest incomes, those with an income of less than $13,000 
in 1916 and less than $20,000 in 1921, increased their pro- 
portion of all dividends from 22 per cent in 1916 to 44 
per cent in 1921. In the former year, half of all dividends 
were reported by 15,000 individuals, while in the latter 
year it required the combined dividends of 75,000 individ- 
uals to cover half of all dividends received. So large a 
shift in corporate ownership in the brief period of five 
years is a change of almost revolutionary proportions. 
In small part, it can be explained by the efforts of the rich 
owner of stocks to avoid income taxes without disposing 
of his securities, but for the most part, it must represent 
a true shift in corporate ownership. It appears to have 
been due, in a large measure, to the heavy surtaxes on 
large incomes during the war and post-war period, which 
as already suggested made the large income receiver a 
poor market for risk bearing securities, and to some ex- 
tent, induced him to shift into tax-exempt issues. The 
general significance of this shift from the rich to the less 
well to do cannot at this time be confidently determined. 
Does it represent a permanent change in the ownership 
of industrial wealth comparable to the shift in land own- 
ership which was an outgrowth of the French BevolutionI 
Does it indicate a trend toward still greater participation 
in ownership by the less well to do f Or is it a temporary 
condition which will reverse itself in the near future? 

Since 1921, the income tax returns show no further 
shift in the direction of the smaller owner. Rather, the 
distribution of stock ownership among income groups 
appears to have remained fairly constant. Whether thia 
indicates a change in trend, and we are about to see own- 
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ership pass again to the higher income class, or whether 
it is merely a pause in a constant trend which was dis- 
proportionately accelerated by the heavy income taxes, 
it is too early to say. The answer, however, may depend 
upon two conditions which immediately concern us here 
— the treatment of the small investor by those in control 
of corporate affairs, and the existence of other fields for 
the investment of his savings. Is the man of moderate 
means to remain a corporate investor voluntarily or in- 
voluntarily! Is he to receive such treatment that his 
confidence will be retained and he will remain a market 
for corporate securities? Or, on the other hand, is he 
going to be forced to continue in the corporate field by 
the closing of all other avenues to the investment of his 
savings? 

The answer depends on a balance of two factors, the 
need of the corporation on the one hand and the desires 
and opportunities of the investor on the other. The cor- 
poration from time to time is almost sure to be faced 
with the necessity of raising new capital. If it is a grow- 
ing concern, it will have to call upon the public frequently 
and for considerable amounts. We have already seen 
that over half of the recent phenomenal growth of the 
great corporations was achieved through the raising of 
new capital in the public markets. The investor may look 
forward to the likelihood that the corporate systein will 
in the future continue to call for his savings; he will, in 
fact, probably find his place in the system determined 
more by that fact than by any other single feature for 
if he is to continue to be a supplier of capital for the 
extension of corporate enterprise, his confidence must be 
maintained. Just how good his treatment must be in 
order to ensure his investment will presumably depend 
upon his general willingness or reluctance to save, and 
on the other opportunities for investment which present 
themselves to him. It is thus worth our while to consider 
just what opportunities there may be at the present 
time and what they are likely to be in the future. 

Within recent years approximately half of all the 
savings of the community have gone into corporate secun- 
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ties — almost entirely the securities of quasi-public corpo- 
rations. Of the investments reported in all of the pro- 
bated estates subject to inheritance tax in 1928, 58.5 per 
cent consisted of corporate securities. Of the remainder, 
33.2 per cent was real estate and 8.3 per cent government 
bonds.^' These are the three principal fields for invest- 
ment which do not involve adding the labor of the investor 
to the use of his savings in order to produce a return. 
Corporate investment is here seen to lead by a wide mar- 
gin with real estate holding an important second place. 

The estates here listed fall predominantly in the 
higher income brackets and show, as one would expect, 
a somewhat larger proportion of investment in corporate 
securities than would appear were smaller estates more 
extensively included. Of that part of the national wealth 
in 1922 which could represent investment, only 43 per cent 
appears to have been represented by corporate securities, 
while 46 per cent was in real estate and 11 per cent in gov- 
ernment issues.^® The former set of figures, however, 
probably give a truer picture of the savings which are 
invested apart from the individual’s labor, for an impor- 
tant proportion of the national wealth consists of invest- 
ments in land which the owner farms. The income tax 
returns bear out this conclusion, though here again the 
lowest income groups are excluded and the highest groups 
show the largest corporate investments. These returns 
for 1922 show 54.2 per cent of the income from property 
to have been derived from corporate securities, as against 
34.8 per cent from real estate and 11 per cent from govern- 
ment obligations.** Approximate though these figures 
are, since income is not exactly proportionate to invest- 
ment and other variations arising from the income tax 
technique enter in, the conclusion seems certainly war- 
ranted that corporations represented very much more 
than half of the national savings apart from those directly 
employed by the owner. Some of these corporate invest- 

Sec Appendix L. 

^ Sec Appendix M. 

*• Sec Appendix N. 



Dispersion of Stock Ownership 


65 


ments are in private companies but unquestionably the 
bulk are in quasi-public corporations. 

As in every other aspect of the corporate system 
which we have discussed, the trend here again appears 
to be toward the expansion and intrenchment of the sys- 
tem — in this case by drawing to itself not only a large 
but an increasing proportion of the national savings. 
Here again the figures are only approximate, but the 
trend appears sufficiently distinct to be accorded a meas- 
ure of consideration, ^i^ereas in 1922, 54.2 per cent of 
reported income from investment appears to have been 
received from corporate securities, the corrresponding 
figure for 1927 stood at 62.8 per cent.*® 

We cannot project into the future the trend here 
indicated because the figures are not a sufB&ciently accurate 
measure to record any more than a direction. They do 
not establish a rate of growth. The likelihood of a re- 
versal of trend, however, seems so slight as not to require 
our serious attention. There is nothing in the future of 
real estate as we can see it today to promise added attrac- 
tions to the investor, though an important share of savings 
can go into this field each year at much the same rate as 
in the past. The field of government securities is dis- 
tinctly limited unless the government should itself enter 
business. To think that the individual will place his 
savings in private business on a large scale in defiance 
of the ever-spreading corporate system is again to expect 
the most improbable. Two serious alternatives only re- 
main, the export of capital through loans to foreign gov- 
ernments, foreign industr5% etc., and the failure of the 
community to save at all. With the international exten- 
sion of the corporate system, however, investment in for- 
eign industry tends to be still within the system, and fhe 
field of foreign government securities is limit^. If the 
community is to save, it thus appears that it will, in large 
measure, be obUged to invest in corporate securities. It 
matters little whether that investment be direct or through 
the medium of insurance companies, banks, and invest- 


* See Appendix N. 
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ment trusts, which in turn place these savings at the dis- 
posal of corporate managements. The destination of the 
savings remains the same. It is evident, therefore, that 
so long as the present trend continues, and there is no 
apparent reason why it should not, the corporate system 
will be in a position, if not actually to conscript savings, 
at least to absorb a very considerable part of them, leav- 
ing the investor little choice but to entrust his accumula- 
tion to it. 

We must conclude, then, that parallel with the growth 
in the size of the industrial unit has come a dispersion 
in its ownership such that an important part of the wealth 
of individuals consists of interests in great enterprises of 
which no one individual owns a major part. A rapidly 
increasing proportion of wealth appears to be taking 
this form and there is much to indicate that the increase 
will continue. More and more, our thinking must be in 
terms of this type of wealth. Here again the change is 
such as to require a reexamination of basic concepts. 

(1) Most fundamental of all, the position of owner- 
ship has changed from that of an active to that of a 
passive agent. In place of actual physical properties 
over which the owner could exercise direction and for 
which he was responsible, the owner now holds a piece 
of paper representing a set of rights and expectations 
with respect to an enterprise. But over the enterprise 
and over the physical property — ^the instruments of pro- 
duction — ^in which he has an interest, the owner has little 
control. At the same time he bears no responsibility 
with respect to the enterprise or its physical property. 
It has often been said that the owner of a horse is respon- 
sible. If the horse lives he must feed it. If the horse 
dies he must bury it. No such responsibility attaches to 
a share of stock. The owner is practically powerless 
through his own efforts to affect the underlying property. 

(2) The spiritual values that formerly went with 
ownership have been separated from it. Physical prop- 
erty capable of being shaped by its owner could bring 
to him direct satisfaction apart from the income it 
jdelded in more concrete form. It represented an exten- 
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sion of his own personality. With the corporate revolu- 
tion, this quality has been lost to the property owner much 
as it has been lost to the worker through the industrial 
revolution. 

(3) The value of an individual’s wealth is coming 
to depend on forces entirely outside himself and his own 
efforts. Instead, its value is determined on the one hand 
by the actions of the individuals in command of the enter- 
prise — individuals over whom the typical owner has no 
control, and on the other hand, by the actions of others 
in a sensitive and often capricious market. The value 
is thus subject to the vagaries and manipulations charac- 
teristic of the market place. It is further subject to the 
great swings in society’s appraisal of its own immediate 
future as reflected in the general level of values in the 
organized markets. 

(4) The value of the individual’s wealth not only 
fluctuates constantly — the same may be said of most 
wealth — ^but it is subject to a constant appraisal. The 
individual can see the change in the appraised value of 
his estate from moment to moment, a fact which may 
markedly affect both the expenditure of his income and 
his enjoyment of that income. 

(5) Individual wealth has become extremely liquid 
through the organized markets. The individual owner 
can convert it into other forms of wealth at a moment’s 
notice and, provided the market machinery is in working 
order, he may do so without serious loss due to forced 
sale. 

(6) Wealth is less and less in a form which can 
be employed directly by its owner. When wealth is in the 
form of land, for instance, it is capable of being used by 
the owner even though the value of land in the market 
is negligible. The physical quality of such wealth makes 
possible a subjective value to the owner quite apart from 
any market value it may have. The newer form of wealth 
is quite incapable of this direct use. Only through s^e 
in the market can the owner obtain its direct use. He 
is thus tied to the market as never before. 
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(7) Finally, in the corporate system, the “owner” 
of industrial wealth is left with a mere symbol of owner- 
ship while the power, the responsibility and the substance 
which have been an integral part of ownership in the past 
are being transferred to a separate group in whose hands 
lies control. 



CHAPTER V 


The Evolution of Control 

As the ownership of corporate wealth has become 
more widely dispersed, ownership of that wealth and con- 
trol over it have come to lie less and less in the same 
hands. Under the corporate system, control over indus- 
trial wealth can be and is being exercised with a minimum 
of ownership interest. Conceivably it can be exercised 
without any such interest. Ownership of wealth without 
appreciable control and control of wealth without appre- 
ciable ownership appear to be the logical outcome of cor- 
porate development. 

This separation of function forces us to recognize 
“control” as something apart from ownership on the one 
hand and from management on the other. Hitherto we 
have talked in familiar terms about the corporation, about 
its size, about the ownership of its stock. Though we 
have described a new form of economic organization, our 
description has been made up of familiar parts. Control 
divorced from ownership is not, however, a familiar con- 
cept. It is a characteristic product of the corporate as- 
tern. Like sovereignty, its counterpart in the political 
field, it is an elusive concept, for power ^n rarely be 
sharply segregated or clearly defined. Since direction 
over the activities of a corporation is exercised through 
the board of directors, we may say for p^tical purposes 
that control lies in the hands of the individual or group 
who have the actual power to select the board of directors, 
(or its majority), either by mobilizing the legal right to 
choose them— “controlling” a majority of the votes 
directly or through some legal device — or by exe^ng 
pressure which influences their choice. Occasionally a 
measure of control is exercised not through the selection 
of directors, but through dictation to the management, 
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as where a bank determines the policy of a corporation 
seriously indebted to it. In most cases, however, if one 
can determine who does actually have the power to select 
the directors, one has located the group of individuals 
who for practical purposes may be regarded as “the 
control.” 

When control is thus defined a wide variety of kinds 
and conditions of control situations can be found — forms 
derived wholly or in part from ownership, forms which 
depend on legal devices, and forms which are extra-legal 
in character. 

Five major types can be distinguished, though no 
sharp dividing line separates type from type. These in- 
clude (1) control through almost complete ownership, 
(2) majority control, (3) control through a legal device 
without majority ownership, (4) minority control, and 
(5) management control. Of these, the first three are 
forms of control resting on a legal base and revolve about 
the right to vote a majority of the voting stock. The last 
two, minority and management control are extra legal, 
resting on a factual rather than a legal base. 

Control Through Almost Complete Ownership 

The first of these is found in what may be properly 
called the private corporation, in which a single individ- 
ual or small group of associates own all or practically all 
the outstanding stock. They are presumably in a position 
of control not only having the legal powers of ownership, 
but also being in a position to make use of them and, in 
particular being in a position to elect and dominate the 
management. In such an enterprise, ownership and con- 
trol are combined in the same hands. 

Majority Control 

Majority control, the first step in the separation of 
ownership and control, involves ownership of a majority 
of the outstanding stock.^ In the case of a simple corpo- 
rate structure, the ownership of a majority of the stock 

‘Where a corporation has subsidiaries, majority control as here 
used would involve the ownership of stocks representing more than 
half of the equity interest in the consolidated enterprise. 
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by a single individual or small group gives to this group 
virtually all the legal powers of control which would be 
held by a sole owner of the enterprise and in particular 
the power to select the board of directors.* Certain pow- 
ers of control, such as the power to amend the charter 
or to discontinue the enterprise, may require more than 
a simple majority vote and to that extent the majority 
exercises less control than a sole owner. Further, 
the powers of control may be to a slight extent curbed 
by the existence of a compact minority which is ready to 
question the policy or acts of the majority both directly, 
at stockholders’ meetings and in the courts. Where all 
stock except that held by the majority interest is widely 
scattered, on the other hand, majority ownership (in the 
absence of a “legal device”) means undiminished actual 
control. At the same time, the concentrating of control 
in the hands of a majority means that the minority have 
lost most of the powers of control over the enterprise of 
which they are part owners. For them, at least, the sepa- 
ration of ownership and control is well nigh complete, 
though for the majority the two functions are combined. 

If the separation of ownership and control had pro- 
gressed no further than this, the problems resulting from 
it would not have assumed major proportions. A large 
group of individuals cannot combine their capital effec- 
tively in a single enterprise without a loss of control by 
some members of the group. Clearly it would not be 
possible for each member to exercise the major elements 
of control over the enterprise. The disadvantages of the 
** liberum veto” are too great to make unanunous action 
practicable. The granting of control to a majority of 
stockholders has therefore been a natural and generally 
acceptable step. Presumably many if not most of the 
interests of a minority owner run parallel to those of the 
controlling majority and are in the main protected by the 
self-interest of the latter. So far as such interests of the 


‘ Where a minority of the stockholders have the power to sriect 
a minority of the board, their loss of control over the enterprise may 
be less, though it must in any case be very considerable. 
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minority are concerned, this loss of control is not serious.* 
Only when the interests of majority and minority are in 
a measure opposed and the interests of the latter are not 
protected by enforceable law are the minority holders 
likely to suffer. This, however, is a risk which the minor- 
ity must run; and since it is an inevitable counterpart of 
group enterprise, the problems growing out of it, though 
they may be most acute in isolated cases, have not taken 
on major social significance. 

Among the largest corporations, however, the separa- 
tion of ownership and control has passed far beyond the 
separation represented in majority control. In a truly 
large corporation, the investment necessary for majority 
OAvnership is so considerable as to make such control ex- 
tremely expensive. Among such corporations, majority 
control is conspicuous more by its absence than by its 
presence. More often control is maintained with a rela- 
tively small proportion of ownership. 

Control Through a Legal Device 

In the effort to maintain control of a corporation 
without ownership of a majority of its stock, various legal 
devices have been developed. Of these, the most impor- 
tant among the very large companies is the device of 
“pyramiding.” This involves the owning of a majority 
of the stock of one corporation which in turn holds a 
majority of the stock of another — a process which can be 
repeated a number of times. An interest equal to slightly 
more than a quarter or an eighth or a sixteenth or an 
even smaller proportion of the ultimate property to be 
controlled is by this method legally entrenched. By is- 
suing bonds and non-voting preferred stock of the inter- 
mediate companies the process can be accelerated. By 
the introduction of two or three intermediate companies 
each of which is legally controlled through ownership of 
a majority of its stock by the company higher in the 
series, complete legal control of a large operating com- 

*This assumes that the individuals in control are reasonably com- 
petent. If the control were incompetent the fact that the interests of 
majority and minority were parallel would be of little protection 
to the latter. 
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pany can be maintained by an ownership interest eqnal to 
a fraction of one per cent of the property controlled. The 
owner of a majority of the stock of the company at the 
apex of a pyramid can have almost as complete control 
of the entire property as a sole owner even though his 
ownership interest is less than one per cent of the whole. 

In recent years the Van Sweringen brothers have 
been notably successful in using this device to create and 
retain control of a great railroad system. Through an 
intricate series of pyramided holding companies they 
gathered together vast railroad properties extending 
nearly from coast to coast. As the system was built up 
the structure of holding companies was simplified until 
at the beginning of 1930 it was not unduly complex. The 
major ramifications are shown in Chart HI. By this 
pyramid an investment of less than twenty million dollars 
has been able to control eight Class I railroads having 
combined assets of over two billion dollars. Less than 
one per cent of the total investment or hardly more than 
two per cent of the investment represented by stock has 
been sufficient to control this great system.* 

The rapidity with which the pyramided structure 
allows the investment to be reduced while control is main- 
tained is shown by the figures on the chart. The Van 
Sweringen investment represented 51 per cent of the cap- 
ital in the General Securities Corporation, eight per cent 
of the capital of the Alleghany Corporation, four per cent 
of the Chesapeake Corporation, less than one per cent of 
the great operating company, the Chesapeake and Ohio 
Railway, and but a quarter of one per cent of the latter s 
operating subsidiary, the Hocking Valley Railway. In 
the last named company over 99% per cent of the invest- 
ment represented ownership without control. For the 
system as a whole, less than one per cent of the ow^r- 
ship represented combined ownership and control, or 


t certain points in the pyramid, notably in the case ‘^e All«^ 
ghany Corporation, control is maintained by ownership of » 
minoVity interest rither than by means of majority control. This is 
a form of control which will be discussed later. 


^At 

ghany 
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the most part the two functions were exercised by sepa- 
rate groups. 

This same pyramiding has been extensively employed 
in building up most of the great public utility systems. 
By its use legal control can be maintained with an ex- 
tremely small investment. Through it, legal control can 
be effectively divorced from legal ownership and factual 
power can be exercised over great aggregates of wealth 
with almost no ownership interest therein. 

A second legal device for retaining control with a 
small investment is the use of non- voting stock. This is 
a comparatively new device, but one which has received 
so much comment as to be thoroughly familiar. It con- 
sists in so arranging the rights attached to different 
classes of stock that most of the stock is disfranchised, 
(at least so far as the voting for directors is concerned) 
and only a very small class, or a class representing a 
very small investment is permitted to vote. Ownership 
of just over half of this privileged class is sufficient to 
give legal control and virtually all the powers of majority 
ownership. For many years it has been possible in cer- 
tain states to issue non-voting preferred stock. This has 
frequently been done without causing serious objec- 
tion, presumably in part because the issue of common 
stock is as a rule very much larger than the corresponding 
issue of preferred stock and in part because the self- 
interest of the common stockholders has been regarded 
as ample protection for the interests of the preferred 
holders. 

Only recently have statutory changes made it possible 
to issue conunon stock which has no voting rights. Per- 
haps the most notable example is the non-voting cominon 
stock of the Dodge Brothers, Inc., issued in 1925. In this 
case neither the preferred nor four-fifths of the common 
stock was entitled to vote in the election of directors. 
By owning 250,001 shares of voting common representing 
an investment of less than two and one-quarter million 
dollars, Dillion Read and Company was able to exercise 
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legal control over this hundred and thirty million dollar 
concern.® 

In contrast to non-voting preferred, the use of non- 
voting common stock has met with considerable disfavor.® 
Both the New York Stock Exchange and the New York 
Curb have refused to list new issues of non-voting com- 
mon stock; for practical purposes, this would seem to 
have eliminated the use of this device on any large scale 
in the immediate future. 

A similar device is, however, being employed which 
may perhaps be considered a variant of the non-voting 
stock. This consists of issuing to the controlling group 
a very large number of shares of a class of stock having 
excessive voting power, i. e., voting power out of propor- 
tion to the capital invested. A striking use has been made 
of this device in the case of the Cities Service Company. 
In 1929 this corporation sold to H. L. Doherty and Com- 
pany one million shares of a $1 par preferred stock. Each 
share of this stock was entitled to one vote in the election 
of directors. Yet each share of common stock outstand- 
ing was entitled to only 1/20 vote per share. Twenty- 
seven per cent of the votes could be cast by the million 
shares of preferred. Since the other classes of stock were 
widely distributed (81,470 holders of preferred and 
377,9^ holders of common stock on June 15, 1930) the 
excessive voting power given to this cheap stock practi- 
cally nullified the voting privilege of the regular stock- 
holders. By the use of this device a million dollar par 
value of stock held virtual control over assets of approxi- 
mately a billion dollars.^ 

The same device was formerly employed by the group 
in control of the Standard Gas and Electric Company. 
Each share of $1 par preferred stock of that company 
had as much voting power as a $50 par common share. 


‘Moody’s Industrials, 1928, p. 49 . The common stock was carried 
on the books of the company at less than $9 per share including capital 
surplus. Dodge Brothers stock has since been acquired by Chrysler 
Corp. 

‘See, for instance, W. Z. Ripley, “Main Street and Wall Street,” 
Boston, 1927. 

' Moody’s Public Utilities, 1930, p. 1998. 
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In 1929, the million shares of the cheap stock were able 
to cast 41 per cent of the votes outstanding. Here again 
a million dollar par value of stock presumably represent- 
ing a million dollars of investment was able to exercise 
practical control over one billion dollars of assets.* 

In addition to these ways of securing legal control 
through direct or indirect ownership of the voting ma- 
jority, a further device must be considered which does 
not involve even ownership of a voting majority. This 
is the familiar practice of organizing a voting trust. It 
involves the creation of a group of trustees, often a part 
of the management, with the complete power to vote all 
stock placed in trust with it. When a majority of the 
stock is held in trust, as is usually the case, the trustees 
have almost complete control over the affairs of the cor- 
poration yet without any necessary ownership on their 
part. The stockholders, meantime, receive, in place of 
their stock, trust certificates entitling them to share in 
such disbursements as the directors may choose to dis- 
tribute. In the recent organization of the (then) ninety 
million dollar Pennroad Corporation, the organizing 
group — the Pennsylvania Railroad management, used this 
device to guarantee complete control. The stock of the 
newly formed corporation was placed in a voting trust 
and the stockholders of the railroad were offered the 
privilege of furnishing capital by purchase of voting 
trust certificates.* The purchasers of these certificates 
acquired the position of owners without the power even 
as a group to control their own enterprise. 

The voting trust, more completely than any device 
we have hitherto considered, separates control from all 
ownership interest. Originally bitterly opposed by the 
law and held illegal by the courts on the ground that the 
vote could not be separated from the stock, it came to be 
jiermitted by statutory provision in most stat^. Such 
statutes, however, commonly limited the period during 


* Standard Corporation Records. April 1929- on Yn 

of 1929 this method of control was March 

extremely complex holding company s®* “P- New t 

24, 1930, and Moody’s Public Utilities, 1930 . 

• Standard Corporation Records, July 22. 1929, p. o7W. 
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which the trust agreement could run to some term of 
years, in New York State to a maximum of ten years. 
But even where the duration has been limited, the voting 
trustees might entrench themselves beyond the reach of 
the stockholders for a longer period by arranging for 
renewal of the trust for additional terms at their own 
discretion. The Interborough Rapid Transit Company 
is perhaps the most striking case. The voting trust 
agreement provided for a duration of five years, but was 
renewable for five successive periods of five years each 
without any further action on the part of the holders 
of voting trust certificates.*® Legal control could thus be 
prolonged for a period of thirty years. 

Control through a voting trust differs from the other 
forms of legal control, and from the forms of factual 
control which we shall examine, in that it is fixed, defined, 
and inalienable, with certain definite and well recognized 
responsibilities attached. Under the other arrangements 
so far discussed, control may be bought or sold; may 
pass by inheritance in case of death ; its location may not 
be generally known (in fact, frequently it is not) and its 
holder has never stood up in public and assumed the 
definite obligations of its possession. Control through 
a voting trust is open, not easily transferred, and there- 
fore responsible. Presumably, it is this open acceptance 
of responsibility which has reduced the criticism of the 
voting trust, making it an effective device for main- 
taining control without ownership. Perhaps for the silme 
reason it has not been extensively employed in the larger 
corporations, since those individuals desiring to control 
a company may not wish to assume the responsibilities 
and liabilities which a trust would impose upon them. 

Control based on a legal device, whether by pyramid- 
ing, by a special class of voting stock or by a voting trust 
is almost as secure as control through sole or majority 
ownership even though it involves little ownership in- 
terest. In case of failure, legal control may be lost. Only 
under the tnost unusual conditions can an individual or 


'* Standard Corporation Records, Special Reports Section, May 9, 1929. 
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group in legal control of a prosperous business become 
so entangled in a situation that they can extricate them- 
selves only by surrendering this control. In 1930, Mr. 
Fox was apparently forced to surrender his majority 
holding of the special classes of voting stock in Fox 
Films and in Fox Theatre Corporations as a result of the 
short term debts which had been incurred in expanding 
these enterprises and the pressure of creditors after the 
stock market crash. In spite of the fact that the compa- 
nies were reputed to be highly profitable, the capital nec- 
essary to fund the debts of the corporation and prevent 
foreclosure was forthcoming only when Mr. Fox disposed 
of his legal control.*’ Such a combination of circum- 
stances is rare; we can reasonably say that so long as a 
corporation is not actually bankrupt, legal control stands 
every chance of being maintained, whether it rests on sole 
ownership, majority ownership or legal device. 

The methods of control so far discussed have all in- 
volved a legal status. In each case factual control has 
rested primarily upon the more or less permanent pos- 
session of the legal power to vote a majority of the voting 
stock. Yet such control has been held in connection with 
different proportions of ownership. At one end of the 
scale ownership and control have been wholly combined. 
At the other end of the scale ownership and control have 
been wholly separated. Any degree of combination or 
separation might be arranged with control based on a 
legal status. 

In the typical large corporation, however, control 
does not rest upon legal status. In these companies con- 
trol is more often factual, depending upon strategic 
position secured through a measure of ownership, a share 
in management or an external circumstance important 
to the conduct of the enterprise. Such control is less 
clearly defined than the legal forms, is more precarious, 
and more subject to accident and change. It is, however, 
none the less actual. It may be maintained over a 
period of years, and as a corporation becomes larger and 


« New York Times. April 8 . 19 m Also New York Times and Wall 
Street Journal from December 7, 1929 to April 8, 1930. 
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its ownership more widespread, it tends towards a posi- 
tion of impregnability comparable to that of legal control, 
a position from which it can be dislodged only by a virtual 
revolution. 

As in the case of legal control, factual control apart 
from legal control may involve varying degrees of owner- 
ship, though never more than 50 per cent of the voting 
stock.’* It may rest to a very considerable extent on the 
ownership of a large minority stock interest, or, when 
stock ownership is widely distributed, it may lie in the 
hands of the management. No sharp dividing line exists 
between these two situations, but so far as they can be 
distinguished, they may properly be referred to as minor- 
ity control and management control. 

Minority Control 

The first of these, minority control, may be said to 
exist when an individual or small group hold a sufficient 
stock interest to be in a position to dominate a corpora- 
tion through their stock interest. Such a group is often 
said to have “working control” of the company. In gen- 
eral, their control rests upon their ability to attract from 
scattered owners proxies sufficient when combined with 
their substantial minority interest to control a majority 
of the votes at the annual elections. Conversely, this 
means that no other stockholding is sufficiently large to 
act as a nucleus around which to gather a majority of 
the votes. Where a corporation is comparatively small 
and the number of stockholders is not great, minority con- 
trol appears to be comparatively difficult to maintain. A 
rival group may be able to purchase a majority of the 
stock or perhaps only a minority large enough to attract 
the additional votes necessary to obtain control in a proxy 
fight. The larger the company and the wider the dis- 
tribution of its stock, the more difficult it appears to be 
to dislodge a controlling minority. As a financial opera- 
tion it would be practically impossible for an outside in- 
terest to purchase a majority of the stock of the General 

“Over 50% of the voting stock would presumably involve legal 
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Motors Corporation ; even a Rockefeller would think twice 
before endeavoring to purchase a majority ownership of 
the Standard Oil Company of Indiana. Likewise the cost 
of mobilizing the votes of tens or hundreds of thousands 
of stockholders by circularizing them and perhaps con- 
ducting a publicity campaign, must be such as to prevent 
any but the most wealthy from seeking this method of 
seizing control from an existing minority. This is espe- 
cially the case where the existing control can charge 
to the corporation the costs of its fight to maintain its 
position, while the outsider must conduct a fight at his 
own private expense. 

There is, however, a serious limitation on minority 
control. This is the possibility that the management may 
be antagonistic. So long as the affairs of the corporation 
run smoothly, minority control may be quietly maintained 
over a period of years. But in time of crisis, or where 
a conflict of interest between the control and the man- 
agement arises, the issue may be drawn and a proxy 
fight to determine control may demonstrate how far de- 
pendent upon its appointed management the controlling 
group has become. The management is, in most cases, 
elected annually at a stockholders’ meeting, notice of 
which must be sent to everj'^ stockholder entitled to vote. 
With this notice is usually sent a proxy slip which the 
stockholder is requested to sign and return. By doing 
so he creates the two or three people named in the proxy 
his agents, and empowers them to vote his shares at the 
annual meeting. In selecting the proxy committee the 
corporate management is in a position to name men who 
will be subserv’ient to it ; and where the management has 
been selected by the controlling minority, it will, ® 
matter of course, select a proxy conunittee which 
serve the interests of this minority’. The normal apa^y 
of the small stockholder is such that he will either fail 
to return his proxv, or will sign on the dotted line, return- 
ing his proxy to ‘the office of the corporation. In the 
ordinar>’ course of events, only one such request is re- 
ceived by the stockholder at the time of each election. 
The proxy votes are then used to rubber stamp the se ec 
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tions already made by those in control. But if the man- 
agement should resist and refuse the proxy machinery to 
the minority group in control, such a group has only the 
expensive recourse of sending out a duplicate set of prox- 
ies and bidding for the stockholder’s support in oppo- 
sition to the management. When such a fight for control 
is joined, factual power is once more dependent on legal 
power and the stockholders by their votes or by their 
choice of proxy committees decide the issue. 

In recent years the most striking illustration of this 
fight for control was presented by the open warfare be- 
tween Mr. John D. Rockefeller, Jr., and the management 
of the Standard Oil Company of Indiana. Mr. Rocke- 
feller actually held 14.9 per cent of the voting stock.'* He 
had been in substantial control of the company for years. 
Colonel Stewart, the chairman of the board of directors 
and undeniably the driving force behind much of that 
company’s activity, displeased Mr. Rockefeller in connec- 
tion with certain transactions which were the subject of 
discussion during the administration of President Hard- 
ing. He asked Colonel Stewart to resign ; Stewart refused 
and did not grant to Mr. Rockefeller the use of the proxy 
machinerj'^ at the following annual election of directors. 
Thereupon Mr. Rockefeller waged a most dramatic proxy 
battle against him. He circularized the stockholders at 
considerable expense, asking for proxies. He engaged 
the most eminent legal talent to guard against any “tech- 
nical mistakes. ’ ’ He brought to bear the tremendous in- 
fluence of his standing in the community. The Wall 
Street Journal pointed out at the time that the fight 
marked the first time the Rockefeller domination in a 
large Standard Oil unit “had been really in question.’”* 
In opposition, Colonel Stewart obtained the full support 
of the existing board of directors and sought the support 
of the 16,000 employees who were stockholders. At this 
most opportune moment the company declared a 50 per 

Either directly, through members of his family or through char- 
itable institutions. See Table XII. ® 

“Wall Street Journal, January 11, 1929. 
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cent stock dividend.*® The issue was for long in grave 
doubt. Four days previous to the election both sides 
are reported to have claimed the support of a majority, 
the one of votes and the other of stockholders. In the 
final election of directors, Mr. Rockefeller won, 59 per cent 
of the votes outstanding or 65 per cent of the votes cast 
being in favor of his candidates. Control may be said to 
have remained in his hands.** Colonel Stewart’s connec- 
tion with the company was brought to a close.** 

The basis for Mr. Rockefeller’s success in this fight 
must be a matter of conjecture, but, though his ownership 
of stock formed the nucleus about which he attracted 
support, the outcome did not rest on ownership alone. He 
appears to have won partly because the public in general 
sided with him in his view of the transaction to which 
Stewart had been a party, and still more, perhaps, be- 
cause Mr. Rockefeller’s own standing in the community 
commanded the confidence of a large body of stockholders. 
The difficulty and cost of dislodging the management, 
however, emphasizes the precarious nature of control 
resting on the ownership of a minority of the voting 
stock, — a control which would appear in ordinary times 
to be adequately safeguarded, — and further emphasizes 
the importance of the management to any effective mi- 
nority control. 

This case has been described in detail because it 
probably marks the dividing line between minority con- 
trol and management control. If Mr. Stewart had won 
the fight we could say that management without appre- 
ciable ownership was in the saddle. As it is, we maj- say 
that Mr. Rockefeller is in control, to a considerable degree 


“ Even tliouRh a stock dividend may have little effect on the value 
of the stockholdings of the individual, the psychological effect may 
firrcsit, 

“.S,510,210 shares voted against Colonel Stewart and ^ares 

in favor. 9,284.688 shares were outstanding. ^ "'''"Z'^^tallv the 
8, 1929. The figures reported by other papers were substantially tn 

KAy n .b’; vo,k t™,.. 

January 12. January 30. March 3 and March 8. 
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through his ownership of a minority interest of 14.9 per 
cent and in part through less tangible factors. Could 
other men with less prestige and financial power have 
retained control with but a 15 per cent ownership! Could 
Mr. Eockefeller have retained control if his ownership 
had been appreciably less! Here would seem to be con- 
trol based on the minimum of ownership which would 
allow it to be held separate from the titular management. 

Management Control 

The fifth type of control is that in which ownership 
is so widely distributed that no individual or small group 
has even a minority interest large enough to dominate 
the alfairs of the company. When the largest single 
interest amounts to but a fraction of one per cent — the 
case in several of the largest American corporations — no 
stockholder is in the position through his holdings alone 
to place important pressure upon the management or to 
use his holdings as a considerable nucleus for the accumu- 
lation of the majority of votes necessary to control. 

We have already seen that the largest stockholder 
of the Pennsylvania Railroad held but 34 hundredths of 
one per cent of the total stock outstanding.’® The next 
largest holder owned but 2 tenths of one per cent while 
the combined holdings of the twenty largest owners 
amounted to only 2.7 per cent of the total stock. There 
were only 236 stockholders holding over 500 shares each 
(.004 per cent) and their combined holdings amounted to 
less than five per cent of the total. Clearly no individual 
or small group was in a position to dominate the company 
through stock ownership, a fact still further emphasized 
by the heterogeneous character of the list of largest 
holders. 

It is further striking that no directors or officers were 
included among the largest twenty holders. Not a single 
director or officer held as much as one-tenth of one per 
cent of the total stock. The combined holdings of all the 
directors could not have amounted to more than 7 tenths 


See Table X. 
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of one per cent and were presumably very much less.” 
Certainly in terms of relative interest the holdings by 
the directors were negligible. 

The same lack of any concentrated holdings or large 
holdings on the part of the directors appears to exist in 
the case of the Telephone and the Steel corporations.*® In 
neither of these companies does the largest stockholder 
own as much as one per cent of the outstanding stock 
while the twenty largest Telephone holders owned 4.6 
per cent and the twenty largest Steel, 6.4 per cent. These 


Table X. 20 Largest Stockholders op The Pennsylvania 
Railroad Co. (as of Dec. 31, 1929).* 



No. of 

Proportion of 

Penn. Rd. Employees Provident & 

shares held 

total shares 

Loan Association 

39,350 

.34% 

William M. Potts 

23,738 

.20% 

J. Marshall Lockhart 

Fahnestock & Co. — held for Fahne- 

22,500 

.19% 

stock family 

16,848 

.15% 

Estate of Henry H. Houston 

16,000 

.14% 

The Home Insurance Co. 

16,000 

.14% 

General Education Board . . 

Haygart Corp. (Adams Express), In- 

15,882 

.14% 

vestment trust 

English Assoc, of American Bond & 

15,400 

.13% 

Share Holders . . 

15,264 

.13% 

Celia Sibley Wilson 

15,000 

.13% 

Estate and family of Marcus Loew . . 

13,600 

.12% 

Travelers Insurance Co. 

13,500 

.12% 

Estate of John J. Emery 

13,000 

.12% 

Jas. Capel & Co., Brokers 

12,686 

.11% 

Sterling Securities Corp. 

12,000 

.11% 

Harris, Upham & Co. (partners acct.) 

11,250 

.10% 

Kuhn, Loeb & Co. (for own acct.) 

10,000 

.09% 

Girard Trust Co. (for own acct.) 

10,000 

.09% 

1 unidentified individual 

10,000 

.09% 

Mrs. E. S, Woodward . . 

8,500 

.07% 


310,518 

2.70% 

* **Regulatton of Stock Ownership in Railroads,” pp. 
outstanding December 31, 1929 — 11,495,128. 

142, 143. ToUl shares 


“ Not a single director is included among the individuals whose 
holdings are given in the Congressional Reports but the 19 largest 
unnamed holders combined (there were 19 directors) had but 7 of one 
per cent. Presumably most of the directors held amounts of stock too 
small to be included in this group. See “Regulation of Stock Owner- 
ship in Railroads/’ pp. 142 and 143. • 

* For the 20 largest stockholders of these companies, see Append- 
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lists differ from the list of the Pennsylvania stockhold- 
ers in that in the latter adjustment has been made for 
stock held by brokers and by nominees, while in these 
lists no such adjustment has been possible. The broker- 
age accounts represent the holdings of a multitude of 
individuals. At the same time, the largest individual 
holders may have stock in brokerage accounts or in the 
name of nominees. If adjustment for these items were 
made, it might increase the proportions held by the few 
very largest holders but would probably reduce consider- 
ably the holdings of the largest 20.®* It is clear, therefore, 
that in these companies, also, no small group of individ- 
uals have sufficient stockholdings to dominate through 
stock ownership. 

In these companies the directors appear to have a 
somewhat larger proportionate interest. The reported 
holdings of the directors of the Steel Corporation in 1928 
are given in Table XI. Two directors were included in 
the largest 20 holders and the combined holdings of direc- 
tors amounted to 1.4 per cent of the outstanding stock. 
In the Telephone Company, one director with .48 of one 
yier cent of the stock was among the largest 20 holders. 
Furthermore, it is possible that the directors owned stock 
which was actually held in the name of brokers or nomi- 
nees, though the amount thus owned does not appear 
likely to have been great in these particular companies. 

In such companies where does control lie? To answer 
this question, it is necessary to examine in greater detail 
the conditions surrounding the electing of the board of di- 
rectors. In the election of the board the stockholder ordi- 
narily has three alternatives. He can refrain from voting, 
he can attend the annual meeting and personally vote his 
stock,®® or he can sign a proxy transferring his voting 
power to certain individuals selected by the management 
of the corporation, the proxy committee. As his personal 
vote will count for little or nothing at the meeting unless 

" The 20 largest holders of the Pennsylvania Railroad held 3.5 per 
cent before adjustment and only 2.7 per cent after adjustment. 

“The use of a personal proxy to represent only the particular 
stockholder is for this purpose equivalent to his personal attendance 
at the stockholders' meeting. 
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Table XI. United States Steel Cobpoeation 


STOCK HOLDINGS OF BOARD OF DIRECTORS.* 


Director 

Pfd. 

Shares 

1928 

Com. 

Shares 

Total 

Shares 

Pfd. 

Shares 

1927 

Com. 

Shares 

Total 

Shares 

G. F. Baker . 

500 

77,000 

77,500 

500 

49,950 

50,450 

G. F. Baker, Jr. 


10,001 

10,001 


1,001 

1,001 

W. J. Filbert 

1,904 

1,688 

3,592 

1,904 

1,134 

3,038 

Samuel Mather 


1,121 

1,121 


801 

801 

T. Morrison . 

4,000 

1,401 

5,401 

4,000 

1,001 

5,001 

J. S. Phipps 


1 

1 


1 

1 

N. L. Miller 


1,001 

1,001 


3,450 

3,450 

P. Roberts, Jr. 

no 

1 

111 1 

110 

1 

111 

M. C. Taylor . 


40,100 

40,100 


40,001 

40,001 

Robert Winsor 

1 

700 

701 

1 

500 

501 

E. J. Buffington 

693 

753 

1,446 

693 

1,133 

1,826 

J. A. Farrel . . 

4,850 

603 

5,453 

4,950 

315 

5,265 

J. P. Morgan 

105 

1,261 

1,366 


901 

901 

Total Stock held 







by Directors . 

12,163 

135,631 

147,794 

12,158 

100,189 

112,347 

Stock Outstanding* 

3,102,811 

7,116,235 10,719,046 




Per cent of Out- 







standing held 







by Directors . 

A% 

1.9% 

1.4% 





* New York Times, April 17, 1928. 

* Standard Corporation Records, 1929. 


h6 has a very large block of stock, the stockholder is prac- 
tically reduced to the alternative of not voting at all or 
else of handing over his vote to individuals over whom 
he has no control and in whose selection he did not par- 
ticipate. In neither case will he be able to exercise any 
measure of control. Rather, control will tend to be in 
the hands of those who select the proxy committee by 
whom, in turn, the election of directors for the ensuing 
period may be made. Since the proxy committee is ap- 
pointed by the existing management, the latter can vir- 
tually dictate their own successors. Where o^ership is 
sufficiently sub-divided, the management can ^us become 
a self-perpetuating body even though its share m the 
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ownership is negligible.** This form of control can prop- 
erly be called “management control.” 

Such management control, though resting on no legal 
foundation, appears to be comparatively secure where 
the stock is widely distributed. Even here, however, there 
is always the possibility of revolt. A group outside the 
management may seek control. If the company has been 
seriously mismanaged, a protective committee of stock- 
holders may combine a number of individual owners into 
a group which can successfully contend with the existing 
management and replace it by another which in turn can 
be ousted only by revolutionary action. Thus, the un- 
successful management of the Childs’ restaurant chain 
was expelled by the action of a minority group after the 
former had made itself thoroughly unpopular, so it was 
charged, by trying to turn its patrons into vegetarians.** 
Likewise, the management of the Youngstown Sheet and 
Tube Company appears to have found itself confronted 
with the alternative of giving way to the newly created 
minority interest of a group of individuals headed by 
Cyrus S. Eaton or of seeking support from some other 
source. In this case, the price of escaping the impending 
minority control was apparently thought to be the com- 
plete sacrifice of independence througlx merger with the 
Bethlehem Steel Corporation.*® 

Both the cases cited involve an active battle in which 
the stockholders were called in to cast the deciding vote. 

”The nearest approach to this condition which the present writer 
has been able to discover elsewhere is the organization which dominates 
the Catholic Church. The Pope selects the Cardinals and the College 
of Cardinals in turn select the succeeding Pope. 

** See New York Times and Wall Street Journal, February 1 to March 
8, 1929, particularly advertisements appearing in the former on Febru- 
ary 16, 18 and 20, 1929 and the newspaper reports of the proceedings 
at the annual stockholders' meeting published in both periodicals on 
March 8, 1929. 

* See New York Times and Wall Street Journal, March 10, to April 
12, 1930 and reports of subsequent litigations as given in the same 
periodicals between April and December, 1930. If the merger with 
Bethlehem had been successful, most of the existing management of 
the Youngstown company would presumably have retained their position 
of management, if not of control. Such is not likely to have been the 
case under Eaton control. This was clearly brought out by the testi- 
mony of Mr. Campbell. Pres, of the Youngstown Sheet and Tube Co., 
at the Youngstown Trial. 
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More often control is quietly exercised over a period of 
years without any active contest such as would give the 
stockholders an opportunity to choose between two con- 
testing groups. For the most part the stockholder is able 
to play only the part of the rubber stamp. Occasionally 
he may have the opportunity to support an effort to sieze 
control, a position not unlike that of a populace sup- 
porting a revolution. In either case, the usual stock- 
holder has little, power over the affairs of the enter- 
prise and his vote, if he has one, is rarely capable of 
being used as an instrument of democratic control. The 
separation of ownership and control has become virtually 
complete. The bulk of the owners have in fact almost 
no control over the enterprise, while those in control hold 
only a negligible proportion of the total ownership. 

Sometimes factual control is not found in the hands 
of any single group. We have seen how dependent a con- 
trolling minority may be upon the cooperation of the 
management and how a controlling management may 
have to accede in a measure to the demands of a strong 
minority in order to maintain its measure of control. It 
is not unusual for two or more strong minority interests 
to enter into a working arrangement by which they jointly 
maintain control ; or a minority and a management may 
combine as “the” control. In such cases we may say 
that control is divided and can refer to the situation as 
“joint control.”” 

Corporate control thus appears in many forms— 
relatively defined and relatively stable legal positions, 
loosely defined and somewhat more precarious factual 
situations. Each form is not complete in itself and 
elusive of others. Several bases may reinforce each 
other. Thus the controlling management of the Con- 
solidated Gas, Electric Light & Power Company of 
Baltimore, feeling its control endangered by a growing 


vid«:.VSs^p'owcri^r renTerS S 

wi? have a case of joint control. ror * 

“S contror is used to apply only where groups with radically differ- 

ent interests share “control.” 



90 The Modern Corporation and Private Property 

minority interest, organized a voting trust, broke up the 
threatening minority, and then terminated the trust at 
the end of a year when it appeared to be no longer neces- 
sary, returning to their old basis of management control.®^ 
In this ease, a group with factual control reinforced its 
position by the temporary use of a legal device. On 
the other hand factual control may he limited to the point 
where it can scarcely he exercised. The pressure from 
creditors when a firm is financially insecure may go to 
the point where a bondholders’ committee itself may he 
considered to have control. 

The Separation of Ownership and Control Among the 
200 “Largest” American Corporations 

With these various types of legal and factual control 
in mind, an effort has been made to discover how far 
each type exists among the largest American corpora- 
tions. For this purpose the list of the two hundred larg- 
est companies was classified according to type of control 
and the degree of separation of ownership and control.*® 
Necessarily such a classification is attended by a large 
measure of error. In many cases no accurate information 
is available, the result being at best an inference drawn 
from fragmentary' evidence. In many other cases the 
management of the corporation itself would be puzzled 
to answer the question “Who is in control?’’ This is 
particularly true of corporations subject to “joint con- 
trol.” In these cases not infrequently several men or 
groups of men maintain positions partly by reason of 
their ownership of a portion of the corporation ’s stock ; 
partly by reason of their personal influence; partly be- 
cause they are connected with institutions or interests 
whose antagonism might be dangerous to the corporate 
welfare or whose favor might be to its advantage. Out 
of this mass of imponderables their position is secure for 
the time being. But an outsider cannot estimate, and the 
insider frequently does not know, which of the various 
elements, if any, is dominant. 

"New York Times, June 26, 1929 and M. P. U. 19.30. 

•Table XII, pp. 95-114. 
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In seeking to classify according to the type of con- 
trol, reasonably definite and reliable information was 
obtained for nearly two-thirds of the companies. Legal 
devices such as holding companies, voting trusts and non- 
voting common stock are accurately reported in the man- 
uals. Where a stock is not listed or traded on any public 
exchange, that fact may be taken to indicate the lack of 
an importent public interest in the stock of the company. 
In many cases, the exact holdings of the principal inter- 
ests have been reported — particularly in the railroad 
field. 

Where reliable information has not been directly 
available it has been necessary to depend upon newspaper 
reports — not necessarily accurate in themselves — ^but 
valid when supported by evidence from other sources.” 
It was reported in the New York Times, for example, 
that an important interest in the United States Rubber 
Company had been acquired by the du Pont interests in 
1928. This evidence, unsatisfactory in itself, was sup- 
ported by later reports that du Pont interests had formed 
the Rubber Securities Corporation and placed in it their 
holdings of United States Rubber stock,®* and by the re- 
placing of the former president of the company by Mr. 
F. B. Davis, Jr., a director of E. I. du Pont de Nemours 
Company and formerly president and general manager 
of one of its subsidiaries.*® Further, the Wall Street 
News reported that the du Pont family held 14 per cent 
of the voting stock early in 1928.*® The number of stock- 


■•The use of newspapers as a source of information deserves a 
word of comment. The ordinary news sections of ^a paper are usually 
read as a matter of interest while the financial sections are very much 
more likely to be read as, in part, a basis for action on the part of the 
reader. Accuracy therefore becomes important to the reader. A hnan- 
cisil PARC which was continuously inaccurate should soon come to be 
known as such, and be avoided. The two papMS here parUcu ar y 
employed, the New York Times and the Wall Street Journal, have 
excellent reputations for accuracy and in general can be telied upim 
even though particular statements may be *"*‘^®“''*** ° 

graphical or other error. Information based on a ^‘“tOTents 

by these papers in regard to financial matters should within reason be 
accepted as reliable. ^ 

*New York Times, April 
" Wall Street Journal. Dec. 7. 1929. 

• Standard Corporation Records, April 24, 

"Wall Street News, April 19, 1928. 
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holders in January, 1929 was reported as 26,057.** Since 
the Rubber Securities Corporation had a total capital 
stock amounting to less than the value of the stocks of 
the United States Rubber Company necessary to give 
majority control, and since the list of stockholders was 
so large, it was assumed that the du Pont interests did 
not hold a majority of the outstanding stock. This was 
supported by other evidence of a less precise nature. On 
this basis, the United States Rubber Company was classed 
as controlled by a minority interest. 

Many of the corporations could not be so accurately 
classified. The dividing line between control by a mi- 
nority interest and control by the management is not clear, 
and many companies had to be classed as doubtful. Thus, 
with regard to the Allied Chemical and Dye Corporation, 
Standard Corporation Records reports that in 1927 the 
Solvay American Investment Corporation was formed 
under the control of Solvay and Company of Belgium to 
hold 18.1 per cent of its outstanding stock,*® and there is 
no report of a change in its holdings since that time. In 
1929 three of the ten directors of the Allied Chemical and 
Dye Corporation were also directors of the Solvay Ameri- 
can Investment Corporation. The stock of the former 
is known to be widely held. Recently the New York 
Times reported that the above investment company was 
its largest stockholder.** On the basis of this information 
the company was classed as doubtful but presumably 
minority controlled. 

For some other eases in the doubtful group, little 
information was obtained and the companies were clas- 
sified on a basis of general “street knowledge.” The 
possible error in this group is therefore considerable. On 
the whole, information could be most readily obtained 
for the railroads and public utilities since regulation of 
these fields has required a greater publicity of accounts 
and has gelded important government reports. Explicit 
information on the railroads was available from the very 
competent study of the ownership of railroads already 

■ Records, April 24, 1929. 

“ New York Times, April 24, 1931. 
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referred to and made under the direction of Dr. Walter 
M. W. Splawn, Special Counsel to the House Committee 
on Interstate and Foreign Commerce.*^ Less information 
was available with respect to the utilities, except where 
one company owned stock of another. The industrials 
are undoubtedly the least accurately classified.*® 

In the process of classification, certain arbitrary 
judgments had to be made. Corporations which appeared 
to be oAvned to the extent of 80 per cent or more by a com- 
pact group of individuals were classed as private and 
those in which the public interest appeared to be larger 
than 20 per cent but less than 50 per cent were classed as 
majority owned. Companies were regarded as controlled 
by a legal device only where there appeared to be a very 
considerable separation of ownership and control. A 
mild degree of pyramiding or the issuance of non-voting 
preferred stock was disregarded. The dividing line be- 
tween minority and management control was drawn 
roughly at 20 per cent, though in a few special instances 
a smaller holding was credited with the power of control. 
It is notable that in none of the companies classed under 
management control was the dominant stock interest 
known to be greater than 5 per cent of the voting stock. 
Cases falling between 20 and 5 per cent were usually 
classed as joint minority-management control. Perhaps 
others should be classed in this category. 

Many cases were found in which the immediate con- 
trol of a corporation was exercised by a second corpo- 
ration through a dominant minority stock interest.** 


** ‘'Regulation of Stock Ownership in Railroads/* he. cit. 

"Dr. Splawn’s report not only gave accurate data with respect to 
the railroads but served indirectly to support the data obtained in the 
other two fields. Before his report was published, the present writer 
had gathered information on the largest 200 companies in 1927 and 
classified them according to type of control. Comparison of the results 
insofar as railroads were concerned with the data supplied by 
Dr. Splawn showed almost no cases of inaccurate classification. While 
this applies only to the railroads, it suggests that the data relied upon 
for classification is essentially satisfactory. 

* A corporation controlled by another corporation through majority 
ownership or a legal device was classed as a subsidiary of the latter 
and disregarded except where an important element of pyramiding 
entered in. 
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When the controlling corporation was itself management 
controlled, the first company was classed as minority in its 
immediate, bnt management in its ultimate control. If 
the controlling company was controlled otherwise than 
by the management, the first company was classed as 
minority in its immediate control, but pyramided in its 
ultimate control. Likewise in the case of joint control, 
insofar as ultimate control was concerned, each such com- 
pany was treated as if it were two companies of half the 
size, one controlled by each group sharing the control. 
Thus a company that was jointly controlled by a minority 
and the management would be classed in ultimate control 
as one-half company minority controlled and one-half 
company management controlled. Only five companies 
had to be subdivided in this manner. 

With these reservations as to the source of the ma- 
terial, and the method of handling it, let us examine the 
type of control exercised over the 42 railroads, the 52 
public utilities, and the 106 industrials which compose 
the list of 200 largest companies at the beginning of 
1930,"“ remembering that their combined wealth amounted 
to nearly half of that of non-banking corporate wealth. 
Of these companies ultimate control appeared to be : 

By Number By Wealth 
44 % 58 % 

21 % 22 % 

23 % 14 % 

5 % 2 % 

6 % 4 % 

1% negligible 

100 % 100 % 

While these percentages do not reflect a static condition 
and while in many cases they are based only on careful 
guesses, their cumulative effect is such as to indicate 
the great extent to which control of these companies rests 
on some factor other than ownership alone, and more 
striking still, the extent to which the management has 
itself become the control. That 65 per cent of the com- 
panies and 80 per cent of their combined wealth should be 
controlled either by the management or by a legal device 

Given in detail in Table XII. 


Management control . . 

Legal device 

Minority control 

Majority ownership . 
Private ownership . 

In hands of receiver 
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* Whole system. 

•As 0 / March 1930. 
•As of April 1930. 
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As of May, 1930. 



Table XII. Control of the 200 Labgest Cobporatioks (Continued) 


104 The Modern Corporation and Private Property 



* Subsidiaries only. 
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* Including subsidiaries. 
’Approximate only. 
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' On the assumption that the largest stockholders had converted their expired voting trust certificate!. 
* As of April 1930. 

■ As of February 1930. 
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Table XII. Coittrol of the 200 Largest Corporations (Continued) 

JOINTLY CONTROLLED BY OTHER COMPANIES— VIRTUALLY NO PUBLIC INTEREST 
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Table XII. 

Control of the 200 Largest Corporations 

(Continued) 


J. MAJORITY OF STOCK BELIEVED TO BE WIDELY DIS- 
TRIBUTED AND WORKING CONTROL HELD EITHER 
BY A LARGE MINORITY INTEREST OR BY THE 
MANAGEMENT. PRESUMABLY THE FORMER 


Size 

Corporation 

Number of 
Stockholders 
December, 1929 

95.9 

Railroads 

None 

Public Utilities 

Associated Telephone Util. Co. . 

8,278 

3,522* 

131.7 

Hudson Manhattan Rd. Co. . 

400.0 Est. 

Stone & Webster, Inc 

15,000* 

110.0 Est. 

Third Ave. Ry. Co. 

1,170* 

96.7 

United Rys. & Elec. Co. of Balt. 

1,955 

834.3 

277.2 

Industrials 

Allied Chemical & Dye Corp. 


104.3 

American Rolling Mill Co. . 

10,113 

241.0 

Amer. Smelting & Ref. Co.. . . 

20,110 

198.0 

Continental Oil Co. . ... 

126.7 

Corn Products Refining Co.. 

10,000* 

124.3 

Crucible Steel Co. of America 

7,657 

101.3 

Cuban Cane Products Co.. . . 

300.0 Est. 

Glen Alden Coal Co.. . . 


100.0 Est. 

International Mercantile Mar. Co. 


111.3 

International Shoe Co 

6,426 

109.5 

S. S. Kresge Co. 

12,050 

116.1 

Long-Bell Lumber Corp 

3,500* 

108.4 

National Lead Co 

9,786 

110.6 

Ohio Oil Co. 

7.796‘ 

236.7 

Paramount Publix Corp. 

13,589 

145.3 

Phillips Petroleum Co... 

12,025 

171.5 

Pittsburgh Coal Co. 

3,872 

101.6 

Pittsburgh Plate Glass Co. 

4,000* 

109.4 

Procter & Gamble Co. 

14,581 

331.7 

Republic Iron & Steel Corp 

604.7 

Standard Oil Co. of Calif 

55,077* 

124.6 

U. S. Realty & Improvement Co. 

167.1 

Warner Bros. Pictures, Inc. . . . 

11,157 

128.3 

Wheeling Steel Corp 

3,630 

4^49.6 



* As of March 1930. 

* Over this amount. 

•As of October 1929. 

• Approximately. 

•As of February 1930. 

• As of December 1928. 
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Table XII. 

Control of the 200 Largest Corporations 

(Continued) 


K. MAJORITY OF STOCK BELIEVED TO BE WIDELY DIS- 
TRIBUTED AND WORKING CONTROL HELD EITHER 
BY A LARGE MINORITY INTEREST OR BY THE 
MANAGEMENT, PRESUMABLY THE LATTER 


Size 

Corporation 

Number of 
Stockholders 
December, 1929 

288.5 

Railroads 

None 

Public Utilities 

Bklyn. Man. Transit Co. 

10,700^ 

135.9 

Consol. Gas, Elec. Lt., & Pr. Co. 


156.3 

of Baltimore 

Edison Elec. 111. Co. of Boston 

14,878 

521.2 

Inter. Tel. & Tel. Corp. 

53,594 

340.6 

So. Calif. Edison Co., Ltd. 

119,418 

1,442.5 

191.3 

Industrials 

American Can Co. 

17,152* 

119.5 

American Car & Foundry Co. 

106.2 

American Locomotive Co. 

21,564 

199.4 

American Radiator & St San. Corp. 

20,404 

157.1 

American Sugar Refining Co. 

20,690 

113.9 

American Woolen Co. 

95,050 

680.6 

Anaconda Copper Mining Co. 

452.3 

Armour & Co. (111.) 

80,000’ 

98.8 

Baldwin Locomotive Works 

8,10(r 

801.6 

Bethlehem Steel Corp. 

75,876 

174.0 

Borden Co. 

17,167 

209.7 

Chrysler Corp. 

36,000’ 

158.0 

Drug, Inc. 

29,124* 

163.4 

Eastman Kodak Co. 

32,807 

161.6 

Firestone Tire & Rubber Co. 

15,000* 

163.6 

B. F. Goodrich Co. 

384.0 

International Harvester Co. 

40,200* 

686.5 

International Paper & Pr. Co. 

37,849 

337.8 

Kennecott Copper Corp. 

31,009* 

110.0 

P. Lorillard Co. 

10,000* 

187.5 

Montgomery Ward & Co. 

45,852 

19,881 

133.2 

National Biscuit Co. 


^ As of December 1928. 

» As of July 1929. 

•As of October 1930. 
«As of May 1930. 

• Approximately. 

•As of January 1927. 

’ As of December 1927. 
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Table XII. 

Control of the 200 Largest Corporations 

(Continued) 


K. MAJORITY OF STOCK BELIEVED TO BE WIDELY DIS- 
TRIBUTED AND WORKING CONTROL HELD EITHER 
BY A LARGE MINORITY INTEREST OR BY THE 
MANAGEMENT, PRESUMABLY THE LATTER 
(Continued) 


Size 

¥ 

Corporation 

Number of 
Stockholders 
December, 1929 

224.S 

National Dairy Products Corp. . . . 

31,074 

129.0 

Phila. & Reading Coal & Iron Corp. 


315.5 

Pullman, Inc 

30,162‘ 

215.4 

Pure Oil Co. 

37, (m 

131.9 

Richfield Oil Co. of Calif 

17,256'* 

251.8 

Sears, Roebuck 8c Co 

27,700“ 

400.6 

Sinclair Consolidated Oil Corp. . . 

27,601“ 

134.2 

Studebaker Corp 

26,451 

351.2 

Swift & Co 

47,000 

609.8 

Texas Corp 

65,898 

306.6 

Union Carbide & Carbon Corp. . 

28,780 

226.0 

United Fruit Co 

27,960 

94.1 

United Shoe Machinery Corp. . 

18,051” 

253.9 

Westinghouse Elec. & Mfg. Co. . 

44,004 

98.0 

Wilson & Co 

9,800“ 

165.4 

F. W. Woolworth Co. . 

19,416” 

235.7 

Youngstown Sheet & Tube Co. 


9,133.6 




•As of April 1930. 

• As of March 1929. 
••As of January 1930. 

•• As of December 1928. 
“As of March 1926. 
“As of October 1929. 
“ Approximately. 


involving a small proportion of ownership indicates the 
important extent to which ownership and control have 
become separated. Only 11 per cent of the companies 
and 6 per cent of their wealth involved control by a group 
of individuals owning half or more of the stock interest 
outstanding. 

Of the three groups concerned, the separation of own- 
ership and control has become most nearly complete in 
the railroads and utilities. Out of 42 railroads, 26 were 
























Summary According to Type of Immediate Control of 200 Largest Corporations 


116 


The Modern Corporation and Private Property 


Distribution 

Accord- 
ing to 
Assets 

4% 

2% 

26% 

6% 

12% 

30% 

14% 

6% 

8 

To i S 

8 M o 0 

^.sug 

o © — 

8 

Total 

Assets 

in 

Million 

Dollars 

3,367 

1,542 

20,509 

5,084 

9,232 

24,426 

11,376 

5,164 

374 

181,074 

No. 

com- 

panies 

12 

10 

44 

29 

21 

21 

44 

16 

3 

200 1 

Industrials 

Assets 

in 

Million 

Dollars 

2,870 

779 

6,929 

4,250 

2,260 

2,802 

9,934 

532 

VO 

lO 

rO 

8 

No. 

com- 

panies 

8 

6 

14 

24 

10 

2 

39 

3 

1 106 1 

Public 

Utilities 

Assets 

in 

Million 

Dollars 

221 

480 

9,271 

834 

5,372 

6,598 

1,442 

1,441 

108 

VO 

rs 

irT 

M 

No. 

com- 

panies 

oiro rvioo xTi \n yt ^ 

fvj 

lO 

•o 

a 

0 

Assets 

in 

Million 

Dollars 

276 

283 

4,309 

1,600 

15,026 

3,191 

266 

to 

O' 

S 

‘rt 

0^ 

No. 

com- 

panies 

2 

1 

13 

1 

14 

9 

2 

fM 

Type of Control 

I. Private Ownership 

II. Majority Ownership 

III. Minority Control 

(a) Known to be con- 
trolled 

(b) Thought to be 
so controlled . . 

IV. Legal Device . . 

V. Management Con- 
trol 

(a) Known to be so 
controlled 

(b) Thought to be 
so controlled . . 

Joint Control , . . . 

Special Situations . . . 

Total 
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management controlled or controlled through minority 
interests by other roads which were in turn management 
controlled. Thus 62 per cent of the railroads and 79 per 
cent of their assets involved this high degree of separa- 
tion of ownership and control. In addition 7^ roads 
were ultimately controlled by pyramiding (5i/^ being in 
the Van Sweringen System) indicating a total of 80 per 
cent of the railroads and 94 per cent of their wealth cop- 
trolled by individuals lacking an important proportion of 
the total ownership. 

The public utilities show a greater use of legal de- 
vices. Three were controlled by voting trusts, in one 
case combined with non-voting common stock. Three 
others were controlled by non-voting stock and two by 
the issue of special vote-weighted stock. Two were con- 
trolled by pyramided structures, while in most of the 
utilities a greater or less degree of pyramiding was found. 
In all 19 of the 52 utilities were classed as ultimately con- 
trolled by a legal device, while 19l^ were classed as 
ultimate management control. Thus 74 per cent of the 
companies and 92 per cent of their wealth inv’olved con- 
trol without important ownership. 

The separation appears to have progressed least far 
in the case of the industrials. Even in this field, however, 
the separation has assumed considerable importance. Ac- 
cording to the classification of industrials, which it must 
be remembered is more subject to error than either of the 
foregoing groups, 54 per cent of the companies and 57 
per cent of their wealth were controlled either by a legal 
device or by the management. 

It is apparent that, with the increasing dispersion 
of stock ownership in the largest American corporations, 
a new condition has developed with regard to their con- 
trol. No longer are the individuals in control of most of 
these companies, the dominant owners. Rather, there 
are no dominant owners, and control is maintemed in 
large measure apart from ownership. As has been indi- 
cated, control as something apart from o^ership on one 
hand and from managemeht on the other is a new 
ill-defined in practice. It deals with a condition which 
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exists only relatively and one on which information is 
of the most approximate character. Probably the con- 
dition of “joint control” which appears only rarely on 
the above list is more characteristic of the big corporation 
than is indicated, control in fact being not a single clearly 
defined phenomenon local to an individual or small group, 
but an element in the organization of industry which is 
broken up and appears in various forms. It may be held 
to a greater or less extent by a wide variety of individuals. 
We are justified, however, in treating it here as a single 
factor; because, whether whole or divided, whether de- 
pendent upon proxy machinery, legal device, a measure 
of ownership, or a strategic position astride the manage- 
ment, it has in very considerable extent become separate 
from ownership. Formerly assumed to be merely a func- 
tion of ownership, control now appears as a separate, 
separable factor. 



CHAPTER VI 


The Divergence of Interest between Ownership 
and Control 

The foregoing chapters have indicated that the cor- 
porate system tends to develop a division of the functions 
formerly accorded to ownership. This calls for an ex- 
amination of the exact nature of these functions; the 
inter-relation of the groups performing them; and the 
new position which these groups hold in the conununity 
at large. 

In discussing problems of enterprise it is possible 
to distinguish between three functions: that of having 
interests in an enterprise, that of having power over it, 
and that of acting with respect to it. A single individual 
may fulfill, in varying degrees, any one or more of these 
functions. 

Before the industrial revolution the owner-worker 
performed all three, as do most farmers today. But dur- 
ing the nineteenth centry the bulk of industrial production 
came to be carried on by entei^rises in which a division 
had occurred, the owner fulfilling the first two functions 
while the latter was in large measure performed by a 
separate group, the hired managers. Under such a sys- 
tem of production, the owners were distinguished pri- 
marily by the fact that they were in a position both to 
manage an enterprise or delegate its management and 
to receive any profits or benefits which might accrue. 
The managers on the other hand were distinguished pri- 
marily by the fact that they operated an enterpme, pre- 
sumably in the interests of the owners. The ditteren^ 
between ownership and management was thus in pa 
one between position and action. An owner who remained 
completely quiescent towards his enterprise would never- 

119 
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theless remain an owner. His title was not applied be- 
cause he acted or was expected to act. Indeed, when 
the owner acted, as for instance in hiring a manager or 
giving him directions, to that extent the owner managed 
his own enterprise. On the other hand, it is difficult to 
think of applying the title “manager” to an individual 
who had been entirely quiescent. 

Under the corporate system, the second function, 
that of having power over an enterprise, has become 
separated from the first. The position of the owner has 
been reduced to that of having a set of legal and factual 
interests in the enterprise while the group which we have 
called control, are in the position of having legal and 
factual powers over it. 

In distinguishing between the interests of ownership 
and the powers of control, it is necessary to keep in mind 
the fact that, as there are many individuals having 
interests in an enterprise who are not customarily thought 
of as owners, so there may be many individuals having 
a measure of power over it who should not be thought of 
as in control. In the present study we have treated the 
stockholders of a corporation as its owners. When speak- 
ing of the ownership of all corporations, the bondholders 
are often included with the stockholders as part owners. 
The economist does not hesitate for certain purposes to 
class an employee with wages due him as temporarily a 
part owner. All of these groups have interests in the en- 
terprise. Yet a laborer who has a very real interest in a 
business in so far as it can continue to give him employ- 
ment is not regarded as part owner. Nor is a customer 
so included though he has a very real interest in a store 
to the extent that it can continue to give him good serv- 
ices. Of the whole complex of individuals having in- 
terests in an enterprise, only those are called owners who 
have major interests and, before the law, only those who 
hold legal title. Similarly, the term control must be 
limited for practical purposes to those who hold the major 
elements of power over an enterprise, keeping in mind, 
however, that a multitude of individuals may exercise a 
degree of power over the activities of an enterprise with- 
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out holding suflBcient power to warrant their inclusion in 
“control.” 

Turning then to the two new groups created out of 
a former single group, — the owners without appreciable 
control and the control without appreciable ownership, 
we must ask what are the relations between them and 
how may these be expected to affect the conduct of enter- 
prise. When the owner was also in control of his enter- 
prise he could operate it in his own interest and the 
philosophy surrounding the institution of private prop- 
erty has assumed that he would do so. This assumption 
has been carried over to present conditions and it is still 
expected that enterprise will be operated in the interests 
of the owners. But have we any justification for assum- 
ing that those in control of a modern corporation will 
also choose to operate it in the interests of the owners? 
The answer to this question will depend on the degree to 
which the self-interest of those in control may run parallel 
to the interests of ownership and, insofar as they differ, 
on the checks on the use of power which may be estab- 
lished by political, economic, or social conditions. 

The corporate stockholder has certain well-defined 
interests in the operation of the company, in the dis- 
tribution of income, and in the public security markets. 
In general, it is to his interest, first that the company 
should be made to earn the maximum profit compatible 
with a reasonable degree of risk ; second, that as large a 
proportion of these profits should be distributed as the 
best interests of the business permit, and that nothing 
should happen to impair his right to receive his equitable 
share of those profits which are distributed; and finally, 
that his stock should remain freely marketable at a mir 
price. In addition to these the stockholder has other but 
less important interests such as redemption rights, con- 
version privileges, corporate publicity, etc. However, toe 
three mentioned above usually so far overehadow his 
other interests as alone to require consideration here. 

The interests of control are not so easily discovered. 
Is control likely to want to run the corporation to produce 
the maximum profit at the minimum risk; is it likely to 
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want to distribute those profits generously and equitably 
among the owners; and is it likely to want to maintain 
market conditions favorable to the investor ? An attempt 
to answer these questions would raise the whole question 
of the nature of tiie phenomenon of “control.” We must 
know tile controlling individual’s aims before we can 
analyze his desires. Are we to assume for him what has 
been assumed in the past with regard to the owner of 
enterprise, that his major aim is personal profitsf Or 
must we expect him to seek some other end — prestige, 
power, or the gratification of professional zeal? 

If we are to assume that the desire for personal 
profit is the prime force motivating control, we must con- 
clude that the interests of control are different from and 
often radically opposed to those of ownership; that 
the owners most emphatically will not be served by a 
profit-seeking controlling group. In the operation of the 
corporation, the controlling group even if they own a 
large block of stock, can serve their own pockets better by 
profiting at the expense of the company than by making 
profits for it. If such persons can make a profit of a 
million dollars from a sale of property to the corporation, 
they can afford to suffer a loss of $600,000 through the 
ownership of 60 per cent of the stock, since the trans- 
action will still net them $400,000 and the remaining 
stockholders will shoulder the corresponding loss. As 
their proportion of the holdings decrease, and both profits 
and losses of the company accrue less and less to them, 
the opportunities of profiting at the expense of the corpo- 
ration appear more directly to their benefit. When their 
holdings amount to only such fractional per cents as the 
holdings of the management in management-controlled 
corporations, profits at the expense of the corporation 
become practically clear gain to the persons in control 
and the interests of a profit-seeking control run directly 
counter to the interests of the owners. 

In the past, this adverse interest appears sometimes 
to have taken the extreme form of wrecking a corpora- 
tion for the profit of those in control. Between 1900 and 
1915 various railroads were brought into the hands of 
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receivers as a result of financial mismanagement, appar- 
ently designed largely for the benefit of the controlling 
group, while heavy losses were sustained by the security 
holders.^ 

Such direct profits at the expense of a corporation 
are made difficult under present laws and judicial inter- 
pretations, but there are numerous less direct ways in 
which at least part of the profits of a corporation can be 
diverted for the benefit of those in control. Profits may 
be shifted from a parent corporation to a subsidiary in 
which the controlling group have a large interest. Par- 
ticularly profitable business may be diverted to a second 
corporation largely owned by the controlling group. In 
many other ways it is possible to divert profits which 
would otherwise be made by the corporation into the 
hands of a group in control. When it comes to the ques- 
tions of distributing such profits as are made, self-seeking 
control may strive to divert profits from one class of 
stock to another, if, as frequently occurs, it holds interests 
in the latter issue. In market operations, such control 
may use “inside information” to buy low from present 
stockholders and sell high to future stockholders. It 
may have slight interest in maintaining conditions in 
which a reasonable market price is established. On tte 
contrary it may issue financial statements of a misleading 
character or distribute informal news items which further 
its own market manipulations. We must conclude, there- 
fore, that the interests of ownership and control are in 
large measure opposed if the interests of the latter grow 
primarily out of the desire for personal monetary gain. 

Into the other motives which might inspire action on 
the part of control it will not profit us to go, though 
speculation in that sphere is tempting. If those in con- 
trol of a corporation reinvested its profits in an eirort 


■See Chicago & Alton Railway Co r 

Pere Marquette Railroad Co. . r r 4^ 1915 

Chicago. Rock Island & ^c.fic 36 I C. C. 

New York. New Haven & Hartford 31 1. C. C. 1914 

St. Louis & San Francisco Rd. Co. 29 I. C. . ^ 

All of these roads went into receivership or ^ highly 

cultics as a direct or indirect result of financial management ot nigniy 

questionable sort. 
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to enlarge their own power, their interests might run 
directly counter to those of the “owners.” Such an 
opposition of interest would also arise if, out of profes- 
sional pride, the control should maintain labor standards 
above those required by competitive conditions and busi- 
ness foresight or should improve quality above the point 
which, over a period, is likely to yield optimum returns 
to the stockholders. The fact that both of these actions 
would benefit other groups which are essential to the 
existence of corporate enterprise and which for some 
purposes should be regarded as part of the enterprise, 
does not change their character of opposition to the in- 
terests of ownership. Under other motives the interests 
of owner and control may run parallel, as when control 
seeks the prestige of “success” and profits for the con- 
trolled enterprise is the current measure of success. Suf- 
fice it here to realize that where the bulk of the profits of 
enterprise are scheduled to go to owners who are individ- 
xials other than those in control, the interests of the latter 
are as likely as not to be at variance with those of own- 
ership and that the controlling group is in a position to 
serve its own interests. 

In examining the break up of the old concept that was 
property and the old unity that was private enterprise, 
it is therefore evident that we are dealing not only with 
distinct but often with opposing groups, ownership on the 
one side, control on the other — a control which tends to 
move further and further away from ownership and ulti- 
mately to lie in the hands of the management itself, a 
management capable of perpetuating its own position. 
The concentration of economic power separate from own- 
ership has, in fact, created economic empires, and has 
delivered these empires into the hands of a new form of 
absolutism, relegating “owners” to the position of those 
who supply the means whereby the new princes may exer- 
cise their power. 

The recognition that industry has come to be domi- 
nated by these economic autocrats must bring with it a 
realization of the hollowness of the familiar statement 
that economic enterprise in America is a matter of indi- 
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vidaal initiative. To the dozen or so men in control, 
there is room for such initiative. For the tens and even 
hundreds of thousands of workers and of owners in a 
single enterprise, individual initiative no longer exists. 
Their activity is group activity on a scale so large that 
the individual, except he be in a position of control, has 
dropped into relative insignificance. At the same time 
the problems of control have become problems in eco- 
nomic government. 




BOOK II 

REGROUPING OF RIGHTS 

Relative Legal Position of Ownership 
and “Control” 




CHAPTER I 


Evolution of the Modern Corporate Stmcture 

As property has been gathered under the corporate 
system, and as control has been increasingly concentrated, 
the power of this control has steadily widened. Briefly, 
the past century has seen the corporate mechanism evolve 
from an arrangement under which an association of own- 
ers controlled their property on terms closely supervised 
by the state to an arrangement by which many men have 
delivered contributions of capital into the hands of a 
centralized control. This has been accompanied by grants 
of power permitting such control almost unexplored per- 
mission to deprive the grantors at will of the beneficial 
interest in the capital thus contributed. It is necessary 
to glance at this phase of legal history, since without it no 
fair comprehension of the present system can be attained. 
At the same time certain checks and balances, partly legal 
and partly economic, have come into existence. ^ They 
also, and their effectiveness, must be examined in due 
course. 

The evolutionary phase of the modern corporation 
in recent legal history has been both protracted and con- 
fused. Protracted, because it has been accomplished not 
by any great change either in concept or in statutory 
enactment, but rather by a long process of grant of man- 
agement powers piecemeal. The aggregate of these va- 
rious grants makes up the charter of almost absolute 
power which the control, commonly through the manage- 
ment, asserts today. Confused, because the various ac- 
cretions of power appear partly in statutory amendmen s 
over more than a century, partly in decisions pur- 
porting to declare the common law; partly m statutojf 
enactments which purport to recognize or decare e 
common law; partly in clauses inserted in the c ar ers, 

177 
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partly in powers merely assumed by lawyers and manage- 
ments which, becoming traditional, work their way into 
the system. It would be both impracticable and unneces- 
sary to review the entire process.' The major lines of the 
development must, however, be indicated. 

American law inherited the corporation from Eng- 
lish jurisprudence in the form in which it stood at the 
close of the Eighteenth Century. At that time a corpora- 
tion was considered as a “franchise” (Norman-French 
“privilege”) : i. e., the very existence of the corporation 
was conditioned upon a grant from the state. This grant 
created the corporation and set it up as a legal person 
independent of any of the associates. Not infrequently 
the same grant gave to the corporation other privileges 
such as a monopoly to run a ferry; a franchise to main- 
tain a railway line in a particular place ; a sole right to 
trade in the Hudson Bay area. Such privileges, except 
in the case of railways, public utilities and banks, have 
largely passed out of the picture today. The real privi- 
lege * which the state grants is that of corporate entity 
— the right to maintain business in its own name, to sue 
and be sued on its own behalf irrespective of the individ- 


* The writers compared studies of the legal development of corpo- 
rations in the states of Alabama, Arizona, California, Connecticut, Del- 
aware, Illinois, Indiana, Maine, Maryland, Massachusetts, New Jersey, 
New York, Pennsylvania, Rhode Island and Virginia. This material, 
of interest primarily only to students of legal history, would occupy 
approximately 600 printed pages. Only a skeleton is given in the pres- 
ent chapter. The material is on file at the Columbia Law School. Prior 
to 1820 the history of corporate development is substantially covered 
in J. S. Davis, “Essays in the Early History of American Corporations,” 
(2vols.) Cambridge, 1917. 

* The quality of “privilege” at this point becomes elusive, to say the 
least. More accurately, the associates are granted a legal convenience, 
in that they may use the courts without writing the name of every 
shareholder into their papers. The reverse process — that of liability 
to be sued under a single name, is manifestly not advantageous to them, 
but is rather a measure of fairness to their opponents. 

“Limited liability” again need not be assumed as a state-granted 
privilege. A clause couldf be put in every contract by which the appo- 
site party limited his right of recovery to the common fund: the incor- 
poration act may fairly be construed as l^islating into all corporate 
contracts an implied clause to that effect. The only real question turns 
on non-consensual liabilities — such as liability for negligent injury by 
a corporate agent — a liability which, however, is in large measure within 
the control of the state anyhow. It would be quite as fair to assume 
that a corporation act operated as a limitation of the plaintiff's right to 
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uals ; to have perpetual succession — e., to continue this 
entity although the individuals in it changed. From all 
this necessarily flowed a limited liability of the associates. 
Since only the entity was liable for debts, which did not 
attach to the various individuals, it followed that a stock- 
holder was not normally liable for any of the debts of 
the enterprise; and he could thus embark a particular 
amount of capital in the corporate affairs without becom- 
ing responsible beyond this amount, for the corporate 
debts. 

At the same time, the document of grant (commonly 
called the “charter,” or today the “certificate of incorpo- 
ration”) embodied the outlines of the arrangement 
among the associates. It set up the number of shares 
of stock, and the officials to whom the immediate manage- 
ment of the corporate enterprise was to be delegated; 
indicated by whom these officials were to be selected and 
under what conditions; and included provisions estab- 
lishing both how the business was to be conducted and 
how the profits were to be distributed, and how the assets 
were to be disposed of on ultimate dissolution. As a 
result, each corporate “charter” was the product of a 
threefold negotiation involving the state and the com- 
bined associates, and between the groups of associates 
acting for themselves. It was recognized as a “con- 
tract” and has been consistently so dealt with in Ameri- 
can law. The classic statement, (which does not bear 
analysis), envisaged the result as a contract between the 
corporation and the state, the stockholders and the cor- 
poration, and the stockholders inter sese* Of course, the 


recover as to claim the limitation as a "privilege” for the defendant. 
Admiralty, bankruptcy and other divisions of law funiish illustrations 
of limitations on the right of recovery which legal scholars have never 
felt it necessary to justify by theories of grants of privilege to the 

ship or the bankrupt. , . 

* “The charter of a corporation having a capital stock is a contract 
between three parties and forms the basis of three distinct contracts. 
The charter is a contract between the state and the corporation, sec- 
ond, it is a contract between the corporation and the stoAholders, 
third, it is a contract between the stockholders and 
on Corporations, 5th Ed., section 492; 1 Clark & Marshall, Private 

Corporations," section 271f). ,. . 

Quoted with approval in Gorey H at. v. Si. Joe Mining Company, 32 
Utah 497, 91 P. 369 (1907), and often referred to thereafter. 
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state as a sovereign, does not usually enter into contracts 
in the ordinary commercial sense. It is impossible to have 
a contract which at once creates the corporation and em- 
bodies a bargain between the corporation and the state, 
since a contract presupposes two parties capable of con- 
tracting before the negotiations begin. There may have 
been and probably was something resembling a real con- 
tract between the associates in early days, since they must 
have agreed among themselves as to the management of 
the enterprise and the distribution of the proceeds in a 
manner justifying the use of the word “contract” in its 
ordinary sense. 

As in the Eighteenth Century negotiations for these 
contracts were carried on with the crown, so in America 
they were carried on with the sovereign power of the 
various states as successors to the crown. In prac- 
tice this meant the state legislature. Prior to 1811, 
substantially every contract was separately legislated 
into the law of the state by a separate act; most 
charters continued to be specially legislated until well 
into the Nineteenth Century. To be valid, therefore, the 
arrangements between the associates themselves, and the 
powers granted to the corporate management had to be 
thoroughly thrashed over with the state authorities. Dur- 
ing this period, the arrangement may be described as a 
“State controlled” agreement; since the various legis- 
latures were required to approve every item in the trans- 
action, and in fact they used their power to regulate 
severely the arrangements entered into.* 

With a lively appreciation of the possibilities of 
the corporate mechanism, during the first half of the 
Nineteenth Century, the various states erected a series of 
protections. They were thinking primarily of three 
groups: the general public, the corporate creditors, and 

‘ For a fair example of this see as an illustration the charter of 
the Submarine Armour Company, N. Y. Laws of 1838, ch. 153, p. 108. 

This charter provided with extreme care the exact property which 
the corporation could own and the maximum amount thereof; the exact 
capital which it could have, the minimum which it must have in cash 
before it could commence busine.ss; the precise methods by which its 
business transactions could be carried on; and a very careful (if some- 
what loosely drawn) indication of the line of its future development. 
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(to a less extent), the corporate shareholders. At this 
time there seems to have been no thought that sharehold- 
ing might become so common as to make shareholders’ 
interests a consideration in protection of the public at 
large though the English experience with the South Sea 
Bubble a century before might have suggested caution. 
Shareholders were supposed to be capitalists reasonably 
able to protect themselves. Nevertheless the protections 
erected served to assist shareholders almost as much as 
any other group. 

The typical protections were three: 

(1) The enterprise was required to be defined and 
was carefully limited in scope. This acted as a check 
on the management of the corporation. In theory this 
was probably designed to prevent corporations from dom- 
inating the business life of the time; to the shareholder, 
however, it meant that he knew the particular enterprise, 
or at the widest, the type of business in which his capital 
was to be embarked.* 

(2) The contributions of capital were rigidly super- 
vised. The corporation was not allowed to commence 
business until a certain amount of its shares had been 
“paid-up.” It is probably at this period that such legis- 
lators expected such payment to be in cash. At the same 
time it was contemplated that all additional shares issued 
should be paid for at a fixed minimum rate— viz., the 
“par value” of these shares. The penalty for failure 
to do so was, among other things, that any shareholder 
who acquired shares without paying in the fixed mini- 
mum, presumably in cas^h, was liable to creditors to pay 


• Certain states (notably Ohio) up to relatively 
the ' sinKle purpose rule." i. e., that a corporation could be 
organized under the General Act only for one ® ^istTnce 

however, was not general; and in fact was ui Jersey 

even in Ohio in 1927. The more important onrnuroose 

permitted the corporation to name in its Theatre & Realty 

and to use all of them; see for example. Orphewn lhe^re er 
Company v. Brokerage Company, 197 ^f*ssouri App .. . * 54 . 66 - 

Law Bulletin, p. 42; Palmer. “Company casehdd 

Zabriskie v. Hackensack Railroad. 18 N. J. Eq. (‘‘"A,"® once 
that the charter might set out ‘h* detail) 

incorporated in the charter, could not be change p. P ,027 n 683; 

See also [H. W.l Ballantine on Corporations: Chicago. 1927. p. 0«. 
Sherman v. S. K. D. Oil Company, 185 California 534. 
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the balance in the event that the corporation became 
insolvent; but the Attorney General of the state could 
also enforce this requirement if he felt it necessary, which 
he frequently did not.* This was designed frankly to 
protect creditors — ^the fear being that a corporation would 
run up bills and having no contributed capital would be 
unable to pay them. To the shareholder, however, it 
meant a certain protection against dilution of his interest. 
Every shareholder was required to contribute not less 
than a stated amount for his share; and the result was 
that “free” stock or stock which did not represent the 
minimum contribution could not legally be issued. This 
served as a powerful safeguard for his pro rata interest 
in the corporate assets. 

(3) A rigid capital structure was set up. Shares 
even in those early days could be classified to some extent 
into preferred and common stock; but the entire system 
had to be carefully laid out, embodied in the charter, and 
passed upon by the legislature; so that the participations 
were thoroughly scrutinized by the state authorities ; and 
their number and incidence were at all times subject to 
careful control. 

On the top of these the common law added a few 
safeguards on its own behalf.’’ 

(4) Under the jurisprudence of the time, residual 
control — ^i. e., decisions affecting the general interest of 
the group, lay in the shareholders or in a specified pro- 
portion. The management of the enterprise was by con- 
tract commonly delegated to the board of directors; but 
any change in the capital structure or in the nature of 
the enterprise, or any amendment of the arrangement had 
to be passed upon by the shareholders. In the event of 
any fundamental change the vote had to be unanimous, 
thus giving every shareholder a considerable degree of 
control over the policies of the corporation.* 

• See for example Floyd v. State, 177 Alabama 109^( Proceeding by 

warranto to annul a charter where insufficient payment for stock 
had been accepted by the officers). 

' These were rules worked out by American judges on analogies, 
real or supposed, served from English cases. 

•See Angell & Ames, “Corporations” (1832). 
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(5) Likewise, the common law asserted that the 
shareholders had the sole right to invest new monies in 
the enterprise; and they worked this out by granting to 
each shareholder a pre-emptive right to subscribe to any 
additionally issued stock of the corporation. This rule, 
evolved by the Massachusetts courts in Gray v. Portland 
Bank (3 Massachusetts, 363 (1807)) — the foundation of 
the present “law of pre-emptive rights,” was assumed to 
be sweeping and absolute. 

(6) In general dividends were permitted to be paid 
only out of surplus profits arising from the operations 
of the business.* This may have been an American inven- 
tion, the English law not having laid down any clear 
principle until the latter half of the Nineteenth Century; “ 
but the result was that whenever a distribution of profits 
did take place, it represented in theory a real profit; 
the capital could not be frittered away in small payments 
to the contributors.** The rule was designed to protect 
creditors— i. e., to maintain the integrity of the capital 
subscribed for the purpose of paying corporate debts,*** — 
or rather to prevent its impairment through payments to 
shareholders; but it also operated to maintain a sound 
financial position for the .shareholders. 


* Irrespective of charter or statutory provisions, some American 
courts so held: Davenport v. Lines, 72 Conn. 118, 128 (1899) citing 
Morawetz on Private Corporations (1st ed.) Sec. 344; Thompson on 
Corporations, vol. 2, Sec. 2152. To the same effect, see Machen: 
“Corporations” (1st ed.) vol. II, Sec. 1313. But some charters, and 
most early incorporation laws covered the point, either in terms or by 
imposing an individual liability to creditors on directors who paid such 
dividends. 

*• A summary of the English rule is given ^ 

Law (13th Ed. 1929, by A. F. Topham, K. C, pp. 224-229). The Eng- 
lish courts undertook to make a distinction between fixed capital 
and “circulating capital” along the lines once laid down by Adam 
Smith; and, of course, encountered the difficulties necessarily involved 
in the fact that “capital” was being used in a sense quite different 
from that contemplated by the corporation lawyers. 

” The wasting-asset corporation is, of course, an exception. 

”• See Sir W. S. Gilbert’s comment on the first British Companies 
Act in the Bab Ballads (6th Ed., MacMillan, London, 1914) p. 490 

“They start off with a public declaration 
To what extent they mean to pay their debts; 

That’s called their Capital; if they are wary 
They will not quote it at a sum immense. 
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Even at this period it was possible to qualify a good 
many of these protections by contract; but as the state 
insisted on supervising the contract, and was not favor- 
ably impressed by innovations, the corporate mechanism 
was rigid and carefully protected. The effect was to set 
up a business organism conducting a limited enterprise, 
with participations settled in advance, and safeguarded 
either by the statutory contract or by the common law 
in various ways. Investors could and did place their 
reliance at least partly on the state, since in theory the 
state would sanction no contract which was not approxi- 
mately fair to all concerned including the shareholders. 

The arrangement had one effect which would not be 
important today save that it still colors legal thinking. 

Where an entity is created by the state and the state 
carefully and explicitly lays down rules of conduct for it, 
the assumption is naturally made that anything permitted 
to the organism has been expressly sanctioned by the 
sovereign power. As a result, much of the jurisprudence 
of the time turned purely on the question of power, and 
very little else was considered important. If, under the 
contract, a thing could be done, there was definite state 
authorization for the action taken, irrespective of its mer- 
its; if it was designed to prohibit the doing of a thing, 
presumably this prohibition would appear expressly or 
impliedly in the charter.^* It was accordingly fashion- 
able to believe that anything which a corporation had 
express power to do, it could rightfully do, the state hav- 
ing sanctioned the existence of such power and thus 
having declared a policy that anything done under it was 
rightfully done. Today, of course, this principle has, in 
large measure, disappeared, though it is not infrequent 

. '"Stance, the charter granted by the New York legisla- 

^ to the Sagg-Harbor Wharf Company (Laws of New York, 
IWJ, chap. 169), laying down, not merely the lines of incorporation, 
but also rules for the general conduct of the wharf business. For a 
still more striking illustration, see the Act of April 24, 1832 (New 
York Laws of 1832) incorporating the New York and Erie Railroad 
Company; amended by Chap. 182, New York Laws of 1833. Among 
other restrictions, business could not be commenced until $1,000,()00 
had been paid in on the road’s stock; the whole route of the road had 
to be surve:ired before the construction of any section thereof shall be 
undertaken,” and so forth. 
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even at present to find the old doctrine argued as justifi- 
cation when the granted power is being unconscionably 
exercised." 

We have the picture of a group of owners, necessarily 
delegating certain powers of management, protected in 
their property rights by a series of fixed rules under which 
the management had a relatively limited play." The 
management of the corporation indeed was thought of as 
a set of agents running a business for a set of owners; and 
while they could and did have wider powers than most 
agents, they were strictly accountable and were in a posi- 
tion to be governed in all matters of general policy by 
their owners. They occupied, in fact, a position analo- 
gous to that of the captain and officers of a ship at sea; 
in navigation their authority might be supreme; but the 
direction of the voyage, the alteration of the vessel, the 
character of the cargo, and the distribution of the profits 
and losses were settled ahead of time and altered only 
by the persons having the underlying property interest. 

The gradual breaking up of this rigid situation, 
always in the direction of granting to the management 
or to a small proportion of the owners a wider latitude 
of power, roughly accompanies the appearance of large 
scale production and the growth in number of sharehold- 
ers. Yet the parallel is so distant that it could not be 
safely followed. Devices, adopted one after the other, 
which have resulted in centralized power are in many 
cases quite consistent with the interests of the owners, 
merely granting them additional conveniences. The right 
to a defined enterprise begins to recede with the adoption 


** See, for example, Davis v. Lomsvtlle Gas & Electric Co. (Dela- 
ware) 142 Atlantic, Rep. 654, 1929. (Permission to change rights of 
preferred stock contained in the general law, held indicative of a state 
policy in favor of such changes.) 

” The picture probably was not unfair up to, say, 1835. The num- 
her of shareholders was few; they could and did attend meetings, they 
were business-men; their vote meant something. r * 

Carried over into the quasi-public corporation of to-day, the old 
theory becomes illusory in the extreme. A management is hard y 
checked by “majority votes” under the present system of control 
(supra, pp. 86-7); the shareholders’ vote being given by proxy, the proxy 
being, in substance, little more than a functionary of the managemen 
save in the rare case of a fight for control. 
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by states of general incorporation laws. These resulted 
in the elimination of the legislature from negotiations 
attending the formation of the corporate contract. In 
place of a body which scrutinized, controlled and might 
prescribe arrangements, there was substituted a state offi- 
cial, usually the secretary of state, who was obliged to file 
a document, or charter, which complied with the state 
laws. The “contract” was thus drafted by the incorpo- 
rators ; and as will appear these individuals presently as- 
sumed a position in which they did not even remotely 
purport to represent the ultimate suppliers of capital. 
New York passed such a law in respect to the manufac- 
turing enterprises in 1811 (Laws of 1811, chapter 67) 
though the purposes were more or less limited and the 
capital was to be not greater than $100,000. In 1837 the 
first really modern type of statute made its appearance in 
Connecticut (1837) permitting incorporation “for any 
lawful business,” Maryland following closely thereafter 
(Laws of 1838, chapter 267) permitting general incorpo- 
ration for manufacturing and mining; after which the 
general incorporation principle was successively taken 
up by New Jersey (revised statutes of New Jersey 1846, 
142); Pennsylvania (Public Laws, 1849, p. 563); Indiana 
and Massachusetts (1851); Virginia (1852); Maine 
(1862) ; Arizona (1866) ; New York (see Revised Statutes 
of 1836, 2nd Ed. 220-224). 

A good many of these laws were of a limited type. 
The prototypes of the more modern general corporation 
acts may be listed as follows: Connecticut 1837, Vir- 
ginia 1860, California 1863, Arizona 1866, Maryland 1868, 
Illinois 1872, Pennsylvania 1874, New York and New 
Jersey 1875, Maine 1876, Rhode Island 1893, Delaware 
1899, Massachusetts 1902, Alabama 1903. The effect of 
these statutes is substantially to permit the incorpora- 
tion of any lawful business with certain excepted classes. 
And as in most states “any lawful business” was not 
limited to any one business but to as many businesses as 
the incorporators might name, the rule of a single defined 
enterprise may be said to disappear, though the effect 
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was neither immediately realized nor immediately per- 
mitted by the courts in all cases. 

Thus, through a long process of legal change begin- 
ning in 1837 and becoming approximately complete by 
the end of the Nineteenth Century, the general incorpora- 
tion law had become the instrument imder which cor- 
porate charters were created. These led to changes in 
the entire system, neither suspected nor designed at the 
time, which have been revolutionary in corporation law. 

When it was necessary to negotiate with the state 
legislature for a charter, inevitably that charter was a 
matter of very general discussion. The proponents of the 
charter — a promoting group or the like — ^were required to 
justify every clause of it to outsiders; they were thus 
checked at every point and the resulting document had 
some semblance of having been examined with a view to 
protecting all of the interests involved.” This automatic 
check vanished with the general corporation act. Today, 
a promotion group goes to its attorneys; requests a char- 
ter which will give the widest possible latitude of power 
both in the enterprises which the corporation may carry 
on, and in the apportionment of interests through stock 
holdings and the like; in the privacy of their attorneys’ 
offices, the document is made up, revised and ultimately 
approved by its proponents; it is then filed in the office 
of a secretary of state and remains buried there for prac- 
tical purposes from then on. Actually, no one knows its 
contents save the incorporators themselves, their attor- 
neys and the appropriate clerks in the office of the Secre- 
tary of State. Were general incorporation laws rigid in 
their requirements as to defining the nature of the enter- 
prise, or the capital structure and the rights of the partici- 
pants, this might be of little significance. In fact, as 


“It can hardly be said that the protection proved effective in 
many cases. Too often special charters were the result of clever 
politics or private influence: and, in many cases, of sheer co^ptiom 
The various battles over the New York Centi^ and the Enc^ilrMd 
(see F. C. Hicks, "High Finance in the Sixties,’ New 
indeed, over many of the special railway charters, indicated that the 
state could become an accomplice in fraud as well as a bulwark 
protection. But it should be observed that the process was at least 
open and notorious: something could be done about it. 
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we shall see, practically every rigid requirement has 
been broken down, until in substance the general incor- 
poration law today permits the originating group to write 
their own contract on the very broadest of terms. 

This would be fair enough if no one was involved 
outside of the incorporating group. But the charter actu- 
ally contemplates that every stockholder will be bound 
by it and by any modification of it and by the general 
incorporation act, and by every modification of that. 
Such stockholders are, in large measure, about to be 
drawn from the general investing public, who are not 
represented when the charter is drawn; while the incor- 
porating group is likely to represent the interests of those 
who intend to maintain control of the corporation when 
formed. The respective rights and powers of each will, 
in large measure, be defined by this charter; the result 
being that a so-called “contract” intended to govern 
the rights of two sets of parties is drawn exclusively by 
one party who naturally considers his own interest. The 
other party not only does not participate in the negotia- 
tions but in practice never even sees the document. This 
naturally leads to the result that the management will 
have as complete latitude and as little liability as possi- 
ble; as large a power to arrange and rearrange participa- 
tions in its own interests as can be secured ; and that the 
prospective shareholder will have as little power and as 
few enforceable rights as can conveniently be arranged.** 

The Weakening of Control by Stockholders over the 
Direction of the Enterprise 

It has been observed that under the original corpo- 
rate situation there was a large amount of residual control 
in the shareholding group. A weakening of this control 
is a study by itself; only the major steps can be noted 
here. We are here concerned with that branch of the 

“A fair example is the charter drafted by Messrs. Sullivan & 
Cromwell, attorneys, New York City, for the Shenandoah Corporation 
(1929), one of the larger investment trusts; or, somewhat earlier, by 
Root, Clark, Howland & Buckner, for the Dodge Brothers. Inc. (1926); 
but these are merely illustrations, the practice of these offices in 
New York being substantially the same as that employed by most 
specialists in corporation papers. 
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corporate power which had primarily to do with carrying 
on the business for which the concern was organized. The 
direct manifestation of the shareholders’ power in this 
regard was and is his right to vote. 

This begins to weaken with the right to vote by 
proxy. Designed probably as a convenience to the absent 
shareholder, it was a century ago denied to the share- 
holder save where by special provision it was inserted,” 
but its apparent convenience speedily led to the inclusion 
of this right in every charter or in the appropriate section 
of the incorporation act. The growth of corporations, the 
dispersion of shareholders, the manifest impossibility for 
the vast majority of shareholders to attend meetings, have 
made the right to vote, in reality, a right to delegate the 
voting power to someone else — and the proxy is almost 
invariably a dummy chosen either by the management, by 
the “control,” or by a committee seeking to assume con- 
trol. The proxy machinery has thus become one of the 
principal instruments not by which a stockholder exer- 
cises power over the management of the enterprise, but 
by which his power is separated from him. 

The second major change was the disappearance of 
the principle that shareholders had the right to remove 
directors at will. This power, included in some early stat- 
utes ” was also apparently permitted at common law and 
so noted by Chancellor Kent.” The statutoiy provisions 
have disappeared; the common law principle today is 
otherwise.*® Once in office directors can serve out their 
term without any effective interference by the sharehold- 
ers until the next election save where the charter includes 
a specific power of removal — a rare circumstance in the 
case of all but subsidiary corporations. Directors are thus 
supreme during their time. Directly with this goes the 
principle always recognized and now considered control- 
ling, that direfetors, while in office, have almost complete 


”Philipi V. Wickham. 1 Paige 590 New York (»829^ 

" New York. Laws of 1828, see 2 R. S. 4«. 

"II Kent Commentatories 298, (13th ed.); Angell & Ames. Co 
porations," 1832, 248. The power wa® “lied amotion 

- Cook, “Corporations.” 8th ed.. 1923 vol. Ill, Section 624. Taylor 
V. Hutton, 43 Barbour 195 (New York) 1864. 
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discretion in management; and most of the general cor- 
poration acts in terms so provide. Further, the unani- 
mous consent of shareholders was required to permit the 
management to put into effect certain policies. While 
such una n imous vote normally was not necessary for the 
ordinary running of the concern, nevertheless, it was held 
that no stockholder could be bound by the result of any 
vote which was “inconsistent” with the object and pur- 
pose for which the body corporate was organized.*^ As a 
result any striking change in the kind of business for 
which the corporation was organized became impossible 
without unanimous consent. Otherwise it was thought 
that an investment in a corporation would be a wild specu- 
lation exposing the owners of the stock to all sorts of 
risks in all sorts of projects not set forth or appearing in 
the act of incorporation. 

General corporation acts today allow amendment in 
practically every case in this regard by a majority, com- 
monly two-thirds, frequently less.** But even the neces- 
sity of such an amendment is commonly avoided, since 
the draftsman of the corporate charter will usually put 
in several pages of statement of businesses into which 
the corporation may go with the intent to permit them 
to do substantially anything and everything. The pres- 
ent corporation’s objects and the nature of the business 
in which (so far as the charter goes) it can engage are 
commonly limited only by the imagination of its organiz- 
ing attorneys and their ability to embrace the world with- 
in the limits of the English language. 

In the later Nineteenth Century appeared the prin- 
ciple that all controlling powers of shareholders might be 
more or less permanently delegated. The issue was 
fought out on the question of voting trusts, which in- 

” Angell & Ames, “Corporations” (1855) p. 581; Abbott v. American 
Hard Rubber Co., 33 Barbour 578, 592 (New York, 1861). 

“See for example: Alabama: Laws of 1888, p. 20 (amendment 
allowed by two-thirds majority); Maine: Laws of 1902, chapter 229 
(amendment allowed by majority); Massachusetts: Laws of 1903, 
p. 437 (amendment by two-thirds majority); New York: Stock Corpo- 
ration Law, 1923, Sec. 36, 37 (amendment allowed by varying votes, 
not, however, less than the majority); and so forth. A similar pro- 
vision appears in practically every general incorporation law in the 
country. 
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volved complete delegation of the voting power for a 
period of years. Of doubtful legality on their first ap- 
pearance they presently were definitely authorized by 
statute.” 

Concomitantly with this appears the privilege grant- 
ed to corporations to create certain classes of stock alto- 
gether without the right to vote; ** and the most drastic 
step, (though it does not so appear at first sight), is the 
grant of power to a majority to authorize the sale or lease 
of the entire property of the corporation without unani- 
mous vote, thereby handing over the enterprise to a dif- 
ferent management altogether beyond the control of the 
former participants in it. At common law any dissenter 
could prevent this.*® 

So through various statutory changes, generad per- 
mission to incorporate and inclusion in charters of in- 
creasing grants of power to the management, the stock- 
holders ’ position, once a controlling factor in the running 
of the enterprise, has declined from extreme strength to 
practical impotence. The legal changes probably have 
merely recognized the underlying economic fact. It is 
fairly probable that the reason for the weakening of the 
shareholder’s position lay as much in his inability^ to 
manage as in the obvious willingness of the “control to 
take over the task. 

The Elimination of the State Supervision over 
Contributions of Capital 

The special charter commonly required that the cor- 
poration could not in any case commence business unless 


-Indiana; Laws of 1889, p. 91; New York; Laws of ch. 3SS 
(five year voting trust permitted); New York Stock Corporation^jw. 
Sec. 50, 1923; term set at ten years (N. Y. Laws 

land (voting trust for five years }?S>Se ^oS 

term raised to ten years, Laws of 1927, Ch. 581 , Ueiajw , t K 
trusts permitted not exceeding ten years), Laws of 193 , . i • » 

'^-Indiana; see Burns; Ann. Indiana Sts uT4 

stock only). Pennsylvania: Laws of 1921 2^ R L 1159,^L 5 

See Purdon's Pa. Sts. Am. Title IS, l§ l^- 1^1, 5 

1923, Ch. 787, §5; Delaware: ^ws of 19», Ch. 135, Sec x 

rectified by many statutory provisions. 
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a certain amount of capital had been paid in; and, further, 
that every share issued must represent a contribution of 
a stated minimum — ^viz., its par value. It is probable 
though not certain that the original statutes contemplated 
this payment in cash. The principle was the sporting one 
that no person should be allowed to share in the profits 
who had not contributed to the original fund. This, the 
most persistent rule in American corporation law, con- 
tinued well through the Nineteenth century; the principle 
was laid down by the standard commentator in 1886 that 
“every stockholder in a corporation is entitled to insist 
that every other stockholder shall contribute his ratable 
part of the company’s capital for the common benefit; 
... It would be a plain violation of the equitable rights 
of those stockholders who have contributed or who have 
incurred a liability to contribute the amount of their 
shares in full, to allow any person to have the benefits of 
membership without adding the amount of their shares to 
the company’s capital.” 

The rule was given teeth by providing that in the 
event that the corporation was unable to pay its debts, 
every stockholder receiving shares without paying par 
value should be personally liable up to the amount of the 
par value of the stock received by them.*’ And in respect 
to par value shares, this situation in general still survives 
though, as will appear, it has been notably weakened. 
The legalistic theories supporting the rule primarily re- 
volve around the protection of creditors; but the principal 
effect was to enforce an equitable contribution from each 
shareholder; the result being powerfully to protect each 
contributor of capital from a dilution of his participation 
through the issue of participations to non-contributors. 

The rule was weakened almost at once by determina- 
tion in the courts that stock could be issued for property 
as well as cash.*® In any event, statutes presently incor- 

"Morawetz; “Corporations,” (1886), Sec. 286; Macon etc. R. R. 
Co, V. Nason, 57 Georgia 314 (1876). 

^See H. W. Ballantine: "'Corporations,” Sec. 210 (Chicago, 1927). 

Though not generally determined this seems to have been recog- 
nized by the cases as early as 1856 in the United States. Cook, writing 
in 1898 indicates this as the common law rule (Cook on Corporations, 
Sec. 18, edition of 1898). 
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porated this principle, no doubt on the theory that if a 
corporation could issue stock for cash and promptly use 
the cash to buy property, it might as well be given 
power to issue the stock directly for the property. On 
its face this would not seem to weaken the rule. Exam- 
ination will disclose, however, that it left a latitude open 
to the management, since the management could fix the 
valuation of the property. 

Valuation of anything other than cash always raises 
some questions; valuation of intangible assets is largely 
a matter of opinion; over- valuation is extremely difficult 
to prove. The judicial and statutory history of the power 
sufficiently indicates where it led. One group of courts 
held, and holds today, that “board of directors are re- 
quired to value the property at its true value,”*® which 
meant that the court would itself appraise the property 
paid in for the stock and settle accounts on the basis of 
its own appraisal. By various gradations which flow one 
into another, and assisted by repeated statutory amend- 
ments the majority of courts came to the conclu- 
sion that the job of valuation was too difficult for them, 
and instead of looking at the actual value, they would look 
at the state of mind of the directors. If the directors 
“acted in good faith” or did not “consciously over value” 
or “were not fraudulent,” the stock was validly issued 
and the mere fact that the property turned out not to be 
worth (as of the time of the transaction) the par value of 
the stock issued for it would not upset the transaction or 
impose a liability on the recipients of the stock. At its 
extreme this rule would mean that the more incompetent 
the board of directors, the greater their power to dilute 
stock; since their over-valuation, however foolish or in- 
equitable, would nevertheless be innocent."® The rule 
finally broke down completely with the advent of non-par 
stock, first adopted in 1912 in New York, and subsequently 


"Farwell v. Great Western Telegraph Co., 161 Illinois, 522; Trust 

Co. V. Turner, 111 Iowa 664. <-i. ... itt 

Dodd, D. L.; "Stock Watering,” (N. Y. 1930) Chap. III. 

"The cases on these rules are collected in Ballantine, “Corpora- 
tions,” Chicago, 1927, Sec. 207. 
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becoming general. As to this there is no rule either at 
statute or common law requiring any fixed minimum con- 
tribution. On its face non-par stock may be issued to one 
group for $100 per share; to another group for $1 per 
share; the common statutory provision being that non- 
par stock may be issued for such consideration as the 
directors in their discretion may determine ; and there 
is no liability to creditors which will enforce any different 
rule. In practice, as we shall see, both law and usage are 
once more imposing certain checks on this power to dilute. 

But we have seen the rule of a fixed minimum contri- 
bution run the gamut from an insistence that each share- 
holder contribute the par value of his shares in cash, down 
to a situation in which the law prima facie requires no 
minimum contribution, and prima facie at least not even 
an equal contribution from each shareholder. 

Diminution of the Right to Invest Additional Monies 
in the Enterprise 

In 1807, by a sweeping decision, the Massachusetts 
Court evolved the doctrine that every shareholder had a 
“pre-emptive right” to subscribe to additional issues of 
stock in the proportion which his shareholdings bore to 
the total number of shares outstanding." The economics 
of this decision were simple enough. If two or more men 
enter into an enterprise and it is successful, and they 
desire to make an additional investment in it, reaping 
the additional profits therefrom, the right to do so is 
theirs alone. No one of them can insist that the fruits of 
this demonstrated success be shared with a new partner. 
The future as well as the present belongs to this particular 
group. 

Seeking to translate this into terms of corporation 
law, the Massachusetts Court observed that every share- 
holder was entitled to his pro rata share of control or 
voting power ; and also to his pro rata share in the assets 
of the corporation (which might include a surplus) ; and 
consequently they created the pre-emptive right. 

"See for example, New York Stock Corporation Law, Sec. 10. 

“Gray v. Portland Bank, 3 Massachusetts, 363 (1807). 
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This had a double effect. When new shares were 
issued, if the price for them were fixed so as to dilute the 
book values of the existing shares, each shareholder could 
retain his position by subscribing to his proportion of 
the forthcoming issue. The result would leave his book 
value and his proxwrtion of the earning power and voting 
power undisturbed. If unable to take up his shares he 
could at least approximately assure himself against loss 
by selling or assigning his right to subscribe to the new 
shares. This principle at once embedded itself in all cor- 
poration law and survives down to the present time. It is 
recognized as one of the shareholders’ most valuable 
rights; in certain corporations, as, for instance, the Amer- 
ican Telephone and Telegraph Company, its existence en- 
hances the value of the outstanding stock. It is in fact 
an automatic device preventing dilution of assets. 

Once created, the rule was assaulted from three sides. 
In the first place, an exception to it was created by cer- 
tain courts, notably New York,®* which limited the pre- 
emptive right to a case where shareholders had authorized 
an amendment increasing the number of share authorized 
in the original charter. This left it open to avoid the pre- 
emptive right by merely authorizing in the charter many 
more shares than were to be issued at the commencement 
of business. 

Stock issued for property is likewise not subject to the 
pre-emptive right. No logical reason can be assigned for 
this exception, which came into the law through the hasty 
decision of a New Jersey Vice Chancellor, who was 
obliged to rule upon the point, having no more time for 
consideration than the lunch hour between sessions of 
court;** but it was promptly availed of by the Bar, and is 
recognized today despite its lack of logic.*® There is thus 
a power of dilution unchecked by pre-emptive right in 


"See Archer v. Hesse, 164, New York Appellate Division, 493, 
(1914); a rule finally limited severely by the New Court of Appeals in 
Dunlay v. Garage Co., 253 N. Y. 274 (1930). 

** Meredith v. New Jersey Zinc Co., 55 New Jersey Equity 211, see 
IVatl V. Utah Copper Co., 79 N. J. Eq., 17 (1905), where the same Vice 
Chancellor recognized his mistake; see also A. H. Frey: “Stockholders 
Pre-emptive Rights” (1929) 38 Yale L. J. 563. t.nmw 

• Thom V. Baltimore Trust Co., 148 Atlantic 234 (Maryland (1930)). 
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some states where the stock issued is already authorized, 
and where the stock is issued for property. 

The final attack on this right consists in the inser- 
tion in many charters of a clause under which a share- 
holder limits or waives his pre-emptive right in advance 
— a provision specifically permitted by the general cor- 
poration laws of certain states, notably Delaware.** 

The pre-emptive right, however, is not dead since 
there are many old line corporations who need cash, whose 
charters do not include waivers of pre-emptive rights, and 
whose original authorized stock has long since been 
issued. Modern corporations, however, avail themselves 
of the several devices to avoid the pre-emptive right, viz., 
the authorization of more stock than they presently need 
to issue; the issuing of stock for property and the waiver 
of the right. 

Indeed, as the classification of stock becomes increas- 
ingly complex, it becomes more and more difficult to 
mould the pre-emptive right so that it will accomplish its 
original function of maintaining the stockholders’ respec- 
tive ratable shares in book value and voting power 
strength. The vote has become increasingly unimpor- 
tant. Complex corporate structures have made ratable 
values increasingly difficult to ascertain and maintain, as 
has been pointed out by Professor A. H. Frey.®’ The trend 
appears to be to eliminate the right altogether. Older 
companies are still bound to grant it by old charters; 
other companies (notably public utilities) though not so 
bound, find it useful to float stock pursuant to an issue 
of “rights,” the granting of which is optional by the 
corporation itself. 

Modification of Restrictions on Dkndends 
The old corporation law in America clung to the prin- 
ciple that dividends should not be paid out of capital; nor 
when capital was impaired. New York, for instance, pro- 

*• Delaware General Corporation Law, Section S, par. 10 (Amend- 
ment enacted 1927, and subsequently carried forward.) 

"“Shareholders’ Pre-emptive Rights” (1929) 38 Yale L. J. 563. 
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vided that Directors should be guilty of a misdemeanor 
unless the dividends were declared out of surplus net prof- 
its ‘ ‘ arising from the operation of the business. ’ ’ Defi- 
nitions of “capital” vary widely. Their result, however, 
was in each case to establish a fixed minimum which had 
to be paid in; and the fund from which dividends might 
be paid had usually to be an amount over that. Most 
states did not require that the surplus should “arise out 
of the operation of the business”; but they did require 
unimpaired capital (however defined) as a prerequisite 
of dividend payment. 

This was the situation up to the close of the Nine- 
teenth Century. Then a number of attacks were made on 
it from various angles. One of these was the evolution of 
“paid-in-surplus” which in substance means that when 
shares are issued, only a portion of the contribution of 
the shareholder is set up as capital, and the balance is 
set up as paid-in-surplus. Where the shares have par 
value, this is accomplished by inducing the shareholder 
to pay more than par, the surplus over par being set up 
as paid-in-surplus. Where non-par shares are dealt with, 
the Directors have discretion (save perhaps in New York) 
to set up such portion of the issue price of the shares as 
they choose as capital, the balance being surplus. Paid- 
in-surplus today is in general available for the payment 
of dividends; and a shareholder may thus receive what 
he believes is a dividend but what is in effect a repayment 
of the issue price of shares contributed either by him or 
by someone else, not representing any real profits from 
the enterprise. 

Statutory provisions in some instances, especially 
Delaware, permit the payment of dividends despite the 
fact that the capital has been cut into by losses.** The 
management can thus so arrange the capital structure 

** New York Penal Law, Sec, 64. It was amended, however, by 
the New York Laws of 1924, chapter 221, so as to provide that direc- 
tors should not make a dividend “except from surplus.” 

"See Delaware: revised code, chapter 65, Sec. 31, as amended by 
law of March 22. 1929. This, in substance, permits payment of divi- 
dends where there is no surplus and where capital has been impaired, 
provided the corporation has made current profits within the previous 
two years. 
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that payments for shares may be distributed as dividends 
even though the enterprise has in the aggregate earned 
no profits and although its operations at the date of mak- 
ing the dividend show a deficit. 


The Elimination of the Right to a Fixed Capital Structure 
and a Fixed Place Therem 


The early corporation laws authorized a specific capi- 
tal structure, and the place of each shareholder in this 
capital structure was carefully defined. It could not, 
under the then existing law, be changed without that 
shareholder’s consent, save in a very limited degree. 
Since the subject must be gone into elsewhere, the history 
of the decline and fall of the fixed right need only be 
touched on here. 


Prior to the advent of the general corporation acts, a 
charter was supposed to be a contract brought into exist- 
ence by the legislative act of the state. In order to change 
it a legislative act amending the charter had to be passed. 
The place of any individual shareholder in that contract 
was peculiar to him, and the legislation changing it was 
a law impairing the obligation of a contract and so imcon- 
stitutional under the rule of the famous Dartmouth Col- 
lege case." 

States promptly took care of their rights in the prem- 
ises by inserting in every charter that they reserved the 
right “to alter, amend, or repeal,” such charter or any 
provisions thereof at will. 

But a charter was also a contract between the asso- 
ciates as against each other and it did not follow that 
because the state could not change the contract it could 
not change the contract between the associates them- 
selves. On this subject juri.sprudence is still divided, a 
few courts insisting that the state’s right is paramount 
(though manifestly the state has little, if any, interest 
in this phase of the corporate contract); the majority 


*4 Wheaton (U. S.) 518, (1819) which held that a charter once 
granted by a state could not subsequently be altered, amended or 
repealed. 
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maintaining that this is an affair for the shareholders to 
settle between themselves." 

Corporate managements, foreseeing that it might be- 
come desirable to change the particular position of any 
class of shareholders, inserted in their charters a power 
to amend the corporate contract in respect to the contract- 
rights, preferences, participations, voting power, and so 
on, of any class of shares. In theory this permitted the 
actions of the majority to change the position of any 
shareholder. Even this did not settle the issue; and 
clauses were accordingly inserted in substantially all of 
the incorporation acts, providing for such amendment or 


" Ballantine, '‘Corporations,” p. 818, observes that this has been 
"the subject of much diversity of opinion,” which is mild to say the 
least. 

The Supreme Court {Tomlinson v. Jessup, 15 Wallace 454, 1872) 
upheld an amendment by a state eliminating exemption from taxation 
formerly contained in the charter. This, of course, was the state act- 
ing in respect of an agreement affecting itself. Greenwood v, union 
Freight Company, 105 W. S, 13, 1881, affirmed a decree upholding a 
Massachusetts statute repealing a franchise consisting of an exclusive 
right to run tracks through the streets of Boston and granting this 
right to the defendant. The effect was to wipe out the vajue of the 
stockholders’ investment. Zabriskie v. Hackensack Railroad, 18 JN. J. 
Eq. 178, denied the right of the state to amend a charter extending the 
line of the defendant's railway beyond the limits set forth in the original 
charter. Garey v. St Joe Mining Company, 32 Utah 497, upheld a 
statute passed after the organization of the corporation in questmn 
permitting a majority of the shareholders to convert non-a^cssable 
stock into assessable stock and to levy assessments thereon. Here tnc 
state was changing the arrangement between the private shareholac s. 
A contrary result, denying the right of the state in a similar situ^ion 
was ruled in Somerville v. St. Louis Mining & Mdltng ^ J 

tana 268 ( 1912). Davis v. Louisville Gas & Electric C ompany, 142 Atlantic 
654 (Delaware, 1928) upheld a statute pswsed after the corporation ^ 
organized, permitting amendment by the ^^^fkholders cutti g 
rights of certain classes of stock, and based its iTum S 

sarily) on the paramount right of the state because the of 

financing corporate needs is so vital to the continuance in e » • j. 
corporations created under the Act, the matter of ^^pek, » 

classifications, and relative rights is so intimately .^ss^ciated with that 
problem, that it is difficult to escape the conclusion 
and the statutory regulations defined by the with a 

ing of that problem might ve^ well be regarded as i 

public interest and concern.” These cases and c>thc« ^ 

lected by Ballantine, "Corporations,” Sec. 279, P* so 

entire gamut. Generally speaking, the staU s F^^^ht is p 
far as it has to do with privileges granted by r^ht 

may always change or repeal these. In other *”*^^®*^*' ^ . under the 

is likely to be limited to *ncidental amendments, ^ susceotible of 
Delaware doctrine quoted above, which is, of cours , P 
indefinite expansion. 



150 The Modern Corporation and Private Property 


for the “reclassification” of any class of outstanding 
shares; and in modern corporate charters there is not in- 
frequently included a provision that each shareholder ac- 
cepts in advance any future changes or additions to the 
incorporation acts. The stockholder is thus in the posi- 
tion of having assented (on the record at least) to future 
changes in his contract made by appropriate amendment 
pursuant to the charter, and existing corporation law, 
and also modifications made by any subsequent amend- 
ment pursuant to any future incorporation act. 

This, of course, leaves the shareholder virtually at 
the mercy of an adverse majority, and in some instances 
even of a minority which has control. If his contract be 
to receive an 8 per cent cumulative preferred dividend, 
and to have a preference on distribution of the corporate 
assets equal to $100 per share, his contract may be 
amended reducing his 8 per cent dividend to 3 per cent 
and his preference from $100 to $50. 

The common law has wrestled with this situation 
without conspicuous success. Some states, notably New 
Jersey, striving valiantly to maintain the rule of fixed 
participation, have evolved a doctrine of “vested rights,” 
which means merely that the courts will not permit cer- 
tain kinds of changes to be made.** Others take the ex- 
treme view that the stockholder has surrendered his right 
to a fixed participation, has bought into a situation in 
which his right today may be taken away tomorrow, and 
that he is obliged to swallow his loss.*® Most courts really 
deal with each situation on its facts, conceding that the 
change can be made, but insisting on a showing that 
the change really works out to the benefit of the com- 
plaining stockholder, or that compensating participations 
are to be given him in exchange for any loss imposed 
through the change in his contractual rights. 


CA fK^T"io^ 7 \ *'■ Mercantile Marine Company, 139 Atlantic 

Company, 142 Atlantic 654 (Dela- 
wre l92&).Mor^ v. PM%c UlUtttes Company, 14 Del. Ch. 136 (1923)- 
Y^kum V. ProvuieHce Bxltmore Hotel Company, et al, 34 F. (2d) 533, 
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But the result is that no shareholder can be certain 
that his position will remain the same. If he be a pre- 
ferred stockholder he may find his preference cut down; 
if he be d common stockholder he may find his participa- 
tion cut in two; in each ca.se the modification being made 
pursuant to the vote of a majority of shareholders mobil- 
ized by the control. 

Limitation of Rights in the Future of 
the Enterprise 

A late phase of the dilution of the stockholder’s posi- 
tion appears in the creation of securities known as “stock 
purchase warrants.” These are options to subscribe to 
stock in the enterprise at a fixed price; the options run- 
ning for long terms and frequently in perpetuum. Per- 
mission to create such securities in their final form appear 
in the Delaware Corporation Law (amendments of 1929).“ 
These instruments have not been the subject of legal 
scrutiny. Under the Delaware law they need not be made 
matters of public record; their terms are at the discretion 
of the Directors; their number is unlimited; and they may 
be issued at any time. The result of the options is to 
give the holders a “call” on unissued stock of the cor- 
poration at a fixed price. Manifestly, if the corporation 
has grown and its equities have increased, the warrant 
holder may claim a portion of these increased values by 
demanding a share of stock at a price far below such 
values. For instance, if 1()0,(X)0 shares of stock are issued 
today at $100 and at the same time warrants to subscribe 
to an additional 100,000 shares also at $100 are put out, 
the warrant holders virtually have acquired a “call” on 
any increase in the equity of the corporation over and 
above $100 per share. Put differently, the stockholders 
of the corporation instead of being entitled to all of the 
increase, may have half of that increase taken from them 
by the warrant holders. For, should the equities of the 
corporation increase in value from $10,000,000 to 
$20,000,000, prima facie the shares would be worth $200. 


Laws of 1929, Chap. 135, |5. 
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Warrant holders, however, could insist on the issue to 
them of an additional 100,000 shares at a price of $100. 
The equities of the corporation would then be $30,000,000, 
and each shareholder would find his share worth $150. 

The ultimate fate of these instruments remains in 
doubt both legally and financially; but there can be no 
doubt that freedom to issue them weakens the position 
of the stockholder still further. 

The foregoing is not by any means a complete analy- 
sis of the legal history of a share of stock. Only a few 
main currents have been indicated. The trend, however, 
is sufficiently plain. A share of stock was once a fixed 
participation in property accompanied by a considerable 
degree of control over that property. Today it is a par- 
ticipation stripped of many of its original protections, 
and subject to indefinite variation. With this introduc- 
tion we may consider the more important attributes of 
shares of stock in a modern corporation and the powers 
which the control has over them. We must also consider 
the various checks and balances which appear to be 
emerging in the common law, restoring in some slight 
degree some measure of protection. What we have here 
been observing is the corporation in transition. From a 
tight organization analogous to an overgrown partner- 
ship it has emerged into a tremendous unit whose major 
preoccupation is distinctly not with the interests of its 
shareholders. 

The trend has plainly been from accentuation of the 
interests of contributors of capital towards the accentua- 
tion of the powers of control. How these are secured, and 
how they work, and the legal limits, if any, on them, must 
form the balance of our study of the law of the subject. 



CHAPTER II 


Power over Participations Accruing 
to Shares of Stock 

It is here designed to examine the position of a share 
of stock under the modem corporate structure as modified 
by common law doctrines, with primary reference to its 
participation rights in the assets.* This involves consid- 
eration of those powers which have become vested in a 
board of directors or, in some instances, in a portion of 
the stockholders, whereby this participation can be 
shifted or reduced without the security holder’s acqui- 
escence. 

’ Insofar as rights of participation in the corporate earnings coin- 
cide with the rights of participation in the corporte assets, they are 
included here. Problems of participation in the corporate income as 
such, however, must be reserved for comment in a following chapter. 

It should be noted that the term “assets” as used by lawyers 
and others appears to have a multiple personality. At times it refers 
to the particular objects (and rights) which in their organized rela- 
tionship make up an enterprise. A pro-rata share in such assets (for 
instance, one millionth of a factory building plus one millionth of a 
series of machines plus one millionth of a fleet of delivery trucks, etc.) 
would have almost no meaning to a shareholder. It would be prac- 
tically impossible to have new capital added through sale of securities 
to outsiders and yet have each former stockholder maintain his asset 
portion. Only when the term assets is used to refer to a fund of 
value, — perhaps a sum of values, measured in a chosen unit (money), 
does pro-rata share come to have meaning. The introduction of value, 
however, brings with it a multitude of meanings which attach to that 
concept and the fund of value referred to as “assets” may, therefore, 
refer to quite diflferent things. Most commonly, the value fund referred 
to is “book value,” i. c., the assets as arrived at by the accountant 
through the application of his statistical technique and frequently “book 
value,^’ or something closely analogous, is the concept back of assets 
in much of legal thinking. When the question is pushed, however, 
it usually appears that the value fund may bear little relation to book 
value, being rather the value fund which the whole enterprise repre- 
sents — still involving a vague concept, but one which frequently leads 
to results different from “book value.” 

Since an effort suitably to define assets would itself involve a com- 
prehensive study and since the actual definition adopted w’ould only 
occasionally affect the present study, the term assets will here w used 
in the somewhat ambiguous sense of a fund of value without further 
definition. Wherever a concrete definition of “assets” might be adopted 
which would invalidate the discussion in these pages a footnote will be 
appended giving notice to that effect, 
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The corporate contract was originally regarded as 
establishing a set of more or less rigid participations. 
Of these, the most important were a fixed share in the 
assets of the corporation and a share in its earnings. 
In the simplest corporate structure, where only one class 
of stock was outstanding, the participation accruing to 
each share was on a pro rata basis; it could be easily 
calculated by dividing the amount of the assets and the 
amount of the earnings per year by the number of shares 
outstanding, the quotient being respectively the assets 
back of each share of stock and the earnings per share. 
By the specific clauses in the corporate contract, other 
classes of stock could be created having a greater or less 
participation, either in assets or in earnings ; and perhaps 
combining with these participations a preference insuring 
such shares a prior claim on the assets, or a prior claim 
on the earnings, or a prior claim on dividends declared 
out of the earnings, or, in fact, almost any arrangement 
in this regard which the draftsman of the corporate con- 
tract might think fit. Whatever the participations might 
be in a particular case, they were originally established 
and sanctioned by the state through the medium of a 
special legislative charter. It followed that such par- 
ticipations could not easily be changed. 

Evolution toward complete freedom of contract in 
corporate charters and the disappearance of the state as 
a regulating factor in their drafting, has caused a disap- 
pearance of the apparent rigidity. This was not caused 
by any single change in the nature of shares of stock. It 
has arisen through the adoption, one by one, of a series 
of mechanisms which, when combined, have thrown into 
the hands of the board of directors (acting in some in- 
stances under appropriate authority from a majority of 
the shares exercised by the “control”), extremely wide 
powers in varying the original rigid pro rata participa- 
tion in assets and in earnings. 

The mechanisms referred to fall into two broad 
classes. 

I. Mechanisms have been made available permitting 
the “dilution” of participations— i. e., the reduction of 
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the pro rata part of assets and earnings accruing to each 
share through the issue of additional shares not repre- 
senting a corresponding contribution to the corporate 
capital. Here devices deleting the old common law 
“pre-emptive right,” serve to remove from the share- 
holder his guarantee of an opportunity either to preserve 
his ratable position, or else, to the extent that he has lost 
that position, to secure compensation through the sale of 
his pre-emptive right. 

II. Mechanisms likewise have been made available 
permitting directors to issue securities having a variable 
or unascertained claim on the corporate assets and earn- 
ings; notably; (a) Statutory authorization of the virtually 
unlimited issue of options to purchase stock running over 
very long periods of time and even perpetually; (b) stat- 
utory authorization of “blank” stock whose preferences 
and participation may subsequently be declared by the 
board of directors; and (c) issuance of securities con- 
vertible at the option of the corporation. 

Subsidiary mechanisms appear from time to time, to 
be discussed in their place. In this field no one device 
is controlling. Rather, the board of directors can use a 
combination of several of them, manipulating their moves 
as chess men are moved on a board, the result appearing 
as the combination works itself out in play. 


I. Diluted Participations 


Par Value Shares 

The law originally required a fixed minimum con- 
tribution to the assets of the corporation from every 
purchaser of stock of the original issue. This minimum 
was the par value of the shares issued.* The active sanc- 
tion was an imposition by law of a supposed liability in 
favor of creditors » where the par value of the shares had 


»N. Y. Laws, 1892, c. 688, §42; N. J. L*ws, 1^. p. 732 The 
present New York Statute »s Stock Corporation (1923) c. 78^^, 

§69. See Gamble v. Queens County ^^206 N Y 

N. E. 201, 205 0890): Stone v. Young, 210 App. Div. 303, 306, 206 N. Y. 

^'"^^'cl'WelS^V. 'Saffery. lX&n A. C. 299, where the sanction was in 
favor of stockholders settling rights inter se. 
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not in fact been paid in some form which the law would 
recognize/ Frequently, the liability could not be col- 
lected on technical grounds,' but the danger was always 
present. The requirement of payment was doubly speci- 
fied. In the first place, the quality of consideration 
turned in for the shares was regulated.* Thus, payment 
was first required in cash; later, in property, contracts, 
services, and intangible items. The first effective power 
legally to dilute shares of stock came when the directors 
were empowered to “value” or appraise property or 
items other than cash, with a view to determining 
whether they constituted adequate payment of the par 
value of the shares issued for them.' The second require- 
ment was temporal. “Services rendered,” when used to 

^ See, e.g., 21 Del. Laws, 1898-9, c. 273, 8 H, repealed 22 Del. Laws, 
1901, c. 166, § 1, reenacted and amended as 22 Del. Laws, 1901, c. 166, 
§20; 22 Del. Laws, 1903, c. 394, §20; N. J. Laws, 1896, p. 284; N. J. 
Comp. Stat. (1911), Corporations, §21; N. Y. Stock Corporation Law 
(1923) c. 787, §70. 

Cases applying such statutes include: Kelley v. Killian, 133 111. App. 
102 (1907); Herbert v. Duryea, 34 App. Div. 478, 54 N. Y. Supp. 311 
(1898), aff% 164 N. Y. 596, 58 N. E. 1088 (1900); Stevens v. The Episcopal 
Church History Co., 140 App. Div. 570, 125 N. Y. Supp. 573 (1910); 
Stone V. Young, supra, note 2; see Scoville v. Thayer, 105 U. S. 143, 154 
(1881); Camden v. StPwart, 144 U. S, 104, 113, 12 Sup. Ct. 585, 590 (1892). 

* Handley v. Stutz, 139 U. S. 417; 11 Sup. Ct. 530 (1891) (market 
conditions made issue below par only way corporation could raise 
money); Bent v. Underdown, 156 Ind. 516, 60 N. E. 307 (1901) (articles 
of incorporation recorded with Secretary of State having given notice 
to creditors, stockholders not liable for unpaid balance of subscription 
stock partially paid for); Deadwood First Nat. Bank v. Gustin Minerva 
Cons. Min. Co., 42 Minn. 327, 44 N. W. 198 (1901) (subsequent issue 
below par creates no right in favor of creditors whose debt arose prior 
to the issue); Tracy v. Yates, 18 Barb. 152 (N. Y. 1854) (stockholder 
not liable for debts contracted before his purchase of stock); cf. Sco- 
ville V. Thayer, 105 U. S. 143 (1881); Utica Fire Alarm, Telegraph Co. v. 
Waggoner Watchman Co., 166 Mich. 618, 132 N. W. 502 (1911); Hol- 
lander V. Heaslip, 222 Fed. 808 (C. C. A. 5th, 1915); Johnson v. Tenn. 
Oil Co., 74 N. J. Eq. 32, 69 Atl. 788 (1908). 

*N. Y. Laws, 1838, p. 108. On the meaning of “cash” under such 
a statute, see People v. Railway Comm., 81 App. Div. 242, 81 N. Y. Supp. 
20 (1903), afg, without opinion, 175 N. Y. 496, 67 N. E. 1088 (1903); 
Coddington v. Conaday, 157 Ind. 243, 61 N. E. 567 (1901); Hopgoods v. 
Lusch, 123 App. Div. 23, 107 N. Y. Supp. 331 (1907); cf. Furlong v. 
0923)^^^ II^§^7^ ^ ^ (1^24); 2 Cook on Corporations 

^ For an excellent treatise on this whole area in corporation law 
see Dodd, “Stock Watering; The Judicial Valuation of Property for 
Stock Issue Purposes” (1930) ; see also 2 Cook on Corporations (1923) 
c. II, § 18; 5 Thompson on Corporations (3d cd. 1927) §3956 (payment 
J* (payment in transfer of inventions, patents and 
plays), §§3975-4009 (payment in property). 
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pay for stock, were required to have been rendered after 
the formation of the corporation — t.e., work done prior 
to the date of the incorporation, or services rendered in 
forming it, were not recognized. This rule, in substance, 
stm holds.* 

The rule that “par” value must be paid is of course 
arbitrary. Where the asset value of each share of 
stock in the corporation is $1,000 and its par value is 
$100, it is an obvious dilution of the outstanding shares to 
issue new shares at 100. The effect of such dilution mani- 
festly is to decrease the asset value of each share of stock 
previously outstanding below 1,000 and to set at far 
beyond 100 the asset value of each new share of stock 
issued. Equally, the earning power of each share suf- 
fers. As it has become customary to reduce par values, 
so that the situation in which asset value exceeds par 
value has become increasingly familiar, this power of 
dilution at times appears to be really drastic.* In some 
situations the par value is fixed so low that the possibility 
of dilution is emphasized : an instance is the Union and 
United Tobacco Corporation, incorporated in Maryland in 
1926, having 255,000 shares of stock outstanding, each 
share having a par value of one cent! The book value, 
and probably the asset value, of each share of stock in 


* Herbert v. Duryea, supra, note 4; American Macaroni Corp. v. 
Saumer, 174 N. Y. Supp. (Sup. Ct. 1919); cf. Freeman v. Hatfield, 
172 App. Div. 164, 158 N. Y. Supp. 350 (1st Dept. 1916); B & C Elec- 
trical Const. Co. V. Oeven, 176 App. Div. 399, 163 N. Y. Supp. 31 (4th 
Dept. 1917), ag*d, 227 N, Y. 569, 126 N. E. 927 (1919); Lothrop v. 
Goudeau, 142 La. 342, 76 So. 794 (19\7) \ Stevens v. The Episcopal Church 
History Co., supra, note 4. But cf. Morgan v. Bon Bon, 222 N. Y. % 
118 N. E. 205 (1917). As to the power to issue stock in payment for 
promotion services where consent thereto is given by stockholders, see 
5 Thompson on Corporations (3d ed. 1927) 5 3966 (implying that if 
the amount is reasonable, there is the power — quaere whether this 
accurately states the rule). 

* And so recognized by the Special Committee of the New York 

Stock Exchange, though in a different connection. ‘‘Coincident with 
the development of the stock dividend, there has taken place the 
development of the less than $100 par and of the no par value stock, 
together with the practice of having a large capital or paid-in sur- 
pluses; and these relatively new conceptions have led wit 
frequency to the corporate practice of partial or complete 
tion through the form of so-called ‘split-ups.** ^ 

Committee on Dividends of the New York Stock 
pt. 4 , par. 4. 


h increasing 
recapitaliza- 
the Special 
(1929) 
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1928 was more than $12 per share. This case is extreme, 
but many corporations, especially older ones, have 
achieved a position in which the asset value of their 
shares so far transcends the par value as to make the 
requirement that at least par be paid in, useless so far as 
protection of the pro rata share of assets and earnings of 
the existing shareholders is concerned. 

The remaining step is to permit the directors to issue 
at will shares authorized in the charter. This can be 
accomplished either by charter or statute, and is com- 
monly permitted by both. Normally, shares authorized 
but unissued may be validly sold by the officers of the 
corporation upon resolution of the board of directors.^® 


Non-par Value Shares 

Requirement of a fixed minimum contribution was 
eliminated with the general adoption of the non-par value 
laws after 1912.** These laws did not at once reach the 
result, requiring in their early versions that a fixed 
minimum be paid in behind each share. The typical 
requirement of today is that of New York *® which 
permits non-par stock to be sold for such consideration 
as may be fixed in the charter or as may be determined by 
vote of the shareholders; or, if the charter shall so pro- 


“Shares of capital stock of this corporation without nominal 
or par value of any class or classes, hereto or hereafter authorized, may 
be issued by this corporation from time to time for such consideration 
as may be fixed from time to time by the board of directors.” Certifi- 
cate of Incorporation of the United Corporation (incorporated January 
7, 1929, under the laws of Delaware). 

“ £.p.. Cal. Civ. Code (1923) §290 (b), as amended by Laws, 1927, 
p. 1307, §3; Del. General Corporation Law (1915) §§5, 14, 20, as 
amended by Laws, 1929, c. 135, §§6, 11; 111. General Corporation Act 
(1919) §§31, 32, as amended by Laws, 1921, p. 365; Ohio Gen. Code 
0926) §8623-17, as amended by Laws, 1929, p. 13; Md. Code Pub. 
Gen. Laws (1924) Art. 23, §§39, 40, 45, as amended by Laws, 1927, 
Mass. Gen. Laws (1921) c. 156, §§6(e), 14; N. J. Comp. Stat. 

120-123, as amended by Laws, 1926, pp. 542, 
M3; N. Y. Stock Corporation Law (1923) §12. See generally, Parker, 
Corporation Manual” (1930) §8. 

The effect of these laws in deleting the requirement of a minimum 
contribution was discussed in Johnson v. Louisville Trust Co 293 Fed 
§1? /?• Refining Co. v. Hodgman, i3 F. (2d) 

/81 (L. C. A. 3d, 1^6). For a general discussion of non-par stock, see 
^ Electric Corfi., IS Del. Ch. 119, 132 Atl. 442 
(ly^O); Jierle, Studies in the Law of Corporation Finance” (1928) c. iv. 

’* Supra note 11. 
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vide, as may be fixed by the board of directors from time 
to time by appropriate resolution. Naturally, save in ex- 
ceptional cases, charters adopt the latter alternative and 
permit directors to fix the price. It is, in fact, a very rare 
case when such power is withheld from directors. 

Thus, by the terms of the statute and the charter- 
contract, authority is commonly handed over to the board 
of directors to dilute at will. If there are any limitations 
on this (and there are “), they come only from some 
common law check or balance on an apparently absolute 
power of dilution granted to the directors, involving both 
asset value and shares in earnings. Only one further 
move is necessary to insure the apparent completeness 
of the power. This is the inclusion of a clause in 
the charter that any subscriber to shares of stock in the 
corporation “waives” in advance any right he may have 
to require the directors so to exercise their discretion in 
fixing the price of new issues as to safeguard the asset 
value and earning participations of the outstandmg 
shares. The writers have discovered no charter which 
has gone this far. But the entire history of corporation 
law shows that as soon as the common law develops a 
check on absolute management power granted by statute 
or contract, a clause has made its appearance in the char- 
ter attempting to negate such right. “ Accordingly, the 
suggested development seems likely. 


“Parasitic” Shares 

Corporation laws permit the evolution of a capital 
structure under which the issue of additional shares of 
stock automatically dilutes certain participations, and 
adds to the value of others. This is accomplished by cre- 
ating a capital structure under which one class of stock, 


“See infra, Book II. Chapter 7. /r. i 

“See, e.g., Davis v. Lonisville Gas & Eleetrtc Co., 142 Atl. 654_(Dei. 
1928) (waiver by shareholders of any right to object to changes in the 
corporate charter pursuant to subsequent acts of the legislature). 
Charters commonly include waiver of .directors disability to ^ 
with their own corporation, grant of sole discretion to ^ 

determine consideration for stock purchase ?er- 

emptive rights, etc. ad infinitum. For an instructive ewnriple. see Cer- 
tificate of Incorporation of the United Corporation, supra no e 
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say class A, is entitled as a class to receive two-thirds 
of the net earnings, and another class, say class B, is 
entitled to receive the remaining one-third. In such case, 
the issue of each additional share of class A stock means 
of course that the earnings on additional capital received 
by the corporation automatically accrues two-thirds to 
that share of stock and one-third to the class B stock. Or, 
to put it differently, class B takes up one-third of the 
earning power of all new capital invested. By appropri- 
ate issue of class A stock, without concurrent increase of 
class B, the class B shares, acting as parasites, automat- 
ically absorb to themselves a portion of the earning power 
of the capital received for the shares of class A as they 
go out. This kind of structure is found with sufficient 
frequency to make its incidents a real problem. 

On this simple base, any number of variations may be 
worked out. For instance, class A stock may be entitled, 
upon liquidation of the assets, to receive $100 before the 
class B shares receive anything, and thereafter class B 
and class A may share equally by classes, or perhaps the 
remaining balance is divided among the class A and the 
class B, share for share. Here the class A stock is pro- 
tected up to the $100 liquidating value; but any accretions 
of value in the assets of the corporation over that amount 
pass in part to the class B shares. Such a structure is 
not unfamiliar in corporations such as investment trusts 
and in many utility holding companies, whose principal 
object is to acquire securities or equities which Inay in- 
crease in value. The idea, of course, is to permit a class B 
stock, representing relatively little contribution, to share 
in increases of assets or earning power derived from con- 
tributions paid in by the class A shareholders — i. e., to 
obtain a part of the profits made by speculation with 
money supplied by others. It is unnecessary unduly to 
detail the various devices which may be worked out along 
these lines; the device is simple, and its application 
obvious. 

Oddly enough, the first appearance of this in the law 
was probably inadvertent. When preferred stock first 
became popular it was customary to grant to each a pref- 
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erence equal to $100 per share on liquidation. The incor- 
porators doubtless intended that this was all such stock 
should receive. But the law proceeded on the logical 
principle that every share of stock was entitled to equal 
participation for all purposes, except as specifically lim- 
ited; the court accordingly construed this contract in some 
instances as meaning that the preferred stock should re- 
ceive $100 on liquidation and thereafter should share 
ratably with the common.” In result, as every share of 
common stock increased the assets of the corpora- 
tion, the sale of each such share correspondingly increased 
the ultimate liquidation value of the preferred — a result 
probably not intended.” This situation was, of course, 
speedily met by the inclusion of wording in charters indi- 
cating plainly that such preferred stock was to receive 
on liquidation $100 and no more.” Modem participat- 


“ /n re Bridgewater Navigation Co., L. R. [1888] 39 Ch. Div. 15, 
order modified [1889] 14 App. Cas. 525 (the articles contained no pro- 
visions as to the distribution of assets on the windin^-up of the com- 
pany). Priority in the distribution of assets is not incidental to the 
ownership of preferred stock, not even with respect to the relation of 
the stockholders inter se. In the absence of statutory or contractual 
provisions giving a preference to such stock over common stock in the 
distribution of the assets, preferred stockholders are on an equal foot- 
ing with the common stockholders. Llovd v, Pennsylvania Electric 
Vehicle Co., 75 N. J. Eq. 263, 72 Atl. 16 (1909); People v. New York 
Building-Loan Banking Co., 56 Misc. 23, 100 N. Y. Supp. 459 (Sup. Ct. 
1906). Preferred stockholders may, however, by agreement be given a 
preference over common stockholders in the capital of a corporation, 
and such preference will be given effect upon dissolution of the corpo- 
ration. Hamlin v. Continental Trust Co., 78 Fed. 664 (C. C. A. 6th, 18^_) ; 
People ex rel. Recess Exporting & Importing Corp. v. Hugo, 191 App. Dm 
628, 182 N. Y. Supp. 9 (1920); Drewry-Hughes Co. v. Throckmorton, ip 
Va. 859, 92 S. E. 818 (1917); Re Espuela Land & Cattle Co. [1909] 2 Ch. 
Div. 187; cf. Re National Telegraph Co. [1914] 1 Ch. Div. 755, not 
followed in Re Fraser Ef Chalmers [1919] 2 Ch. Div. 114 (following 


the Espuela Land & Cattle Co. case). 

“Which led several courts to hold that the fair construction of 
the preferred stock provision meant that their $100 pre^ren« ei^ressM 
all they were to get. Williams v. Renshaw, 220 App. Div. 39, 220 l^Y. 
Supp. S32 (3d Dept. 1927) ; Marrow v. Peterborough Water Co., 4 Ont. 
L. Rep. 324 (1920). These holdings are contra to the rule of the 
Bridgewater Navigation Co. case, supra note 15. 

” “Upon any dissolution, liquidation or winding up of the con>o«- 
tion, whether voluntary or involuntary, or upon any reduction ot that 
portion of the capital of the Corporation that has b**" s** “P 
the consideration received for any of the shares of the Common Stock 
of the Corporation, followed presently by the ^^‘"hution to stwk- 
holders of assets of the Corporation which have been 
plus by such reduction, the holders of the First Preferred Stock of 
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ing shares are not drawn with any such inadvertence; 
and the parasitic quality which appears in many classes 
of shares, operating, of course, as an automatic dilution 
of the asset value behind each contributing share, is 
usually the result of a very definite plan on the part of 
the organizing group. 

Shifting of Assets from Group to Group Within the 
Corporation — Paid-in Surplus 
Paid-in surplus as a mechanism for granting control 
to the directors over asset values of shares of stock is a 
late invention. Legal analysis of this device has not pro- 
ceeded far enough to permit any dogmatic statements, no 
modem case of importance having reached a court of last 
resort, and no legal essay having yet been written.^® 

Technically, paid-in surplus is a contribution made 
by the purchaser of a share of stock over and above that 
part of the purchase price which the law requires the cor- 
poration to set up on its books as “capital.” Capital is 
here used in the legalistic sense only; it is that amount 
of the purchase price which the law requires the corpora- 
tion to segregate on its books, and over which the law 
throws certain restrictions: vis., that it cannot be used 

every series shall be entitled to receive out of the assets of the Corpora- 
tion One Hundred Dollars ($100) per share, plus an amount equal to 
accrued dividends, before any distribution of the assets to be distrib- 
uted shall be made to the holders of Preference and/or common stock 
of the Corporation; but they shall be entitled to no further participation 
in such distribution. After payment to the holders of the First Pre- 
ferred Stock of the full preferential amounts hereinbefore provided 
for, the holders of the First Preferred Stock as such shall have no 
right or claim to any of the remaining assets of the Corporation, either 
upon any distribution of surplus assets or upon dissolution, liquidation 
or winding up. The remaining assets to be distributed, if any, upon 
a distribution of surplus assets, or upon dissolution, liquidation or 
winding up, shall be distributed among the holders of the Preference 
Stock and/or the common stock of the Corporation." Certificate of 
Incorporation of the United Corporation, supra note 10. 

“Corporate surplus, paid in or what not, and particularly the right 
to declare dividends therefrom, is also in process. This question has 
mainly arisen since 1925. A somewhat sketchy treatment in this volume 
reflects the laziness of the judicial mind about it. To an economist, 
paid-in surplus certainly can be made to cover a multitude of situations, 
not to say sins. It may vary from license to commit larceny, to the 
situation where purchasers of shares pay in a premium to equalize sur- 
plus already earned and accumulated on existing shares. William Z. 
Ripley, Book Review (1931) 31 Columbia Law Rev. 1220, 1222. 
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for the purchase of the corporation’s own stock** and 
that it cannot be paid out as dividends.*® The economist 
and the accountant quarrel violently and with reason 
over this legalistic interpretation, some holding that the 
restrictions which the law applies to “capital” as so 
interpreted, should be applied equally either to the assets 
which the corporation intends to devote permanently to 
the conduct of its business (as distinguished from those 
which it expects to distribute from time to time) or else 
to the entire amount of contributions made by individual 
shareholders for their participations. Accountants lean 
peculiarly to the latter view. To the lawyer, however, 
“capital” means that amount which by reason of some 
statute ** or rule of common law, the corporation was 
obliged to segregate, and maintain intact, save for pos- 
sible impairment through business operations. Anything 
over this sum contributed on original issue of shares is 
‘ ‘ paid-in surplus. ’ ’ 

When thoroughly analyzed, paid-in surplus develops 
into a more complex item. It may partake of any one of 
four characteristics. 


" Crandall v. Lincoln, 52 Conn. 73 (1884) ; Levy, “Power of a Corpora- 
tion to Purchase Its Own Stock” (1930) 15 Minn. L. Rev. 1; Ballantine 
on Corporations (1927) §66. 

’‘Merchants Insurance Co. v. Schroeder, 39 Cal. App. 22^ 178 Pac. 
540 (1918), with which cf. Dominguez Land Corporation v. Dougherty, 
196 Cal. 453, 238 Pac. 697 (1925); Whittenherg v. Federal Mmtng 
Smelting Co., 15 Del. Ch. 147, 133 Atl 48 (1926); Col^»»w«^Raat^268 
Mo. 64, 186 S. W. 1021 (1916); see IL Y. Penal Law (1909) §<^. « 
amended by Laws, 1924, c. 221; Del. General CorporaUon ^w (1929) 
§34; Weiner, Amount Available for Dividends (1^) 29 Columbia Law 
Rev. 906, 912; Berle, “Studies in the Law of Corporation Finance 
(1928) pp. 70-71. Cf. note 25, infra. 

” Sec, e.g., “Any corporation may by resolution of its board of 
directors determine that only a part of the consideration which sha 
be received by the corporation for any of the shares of its capital stock 
which it shall issue from time to time shall be Mpital; provide^ 2*®^’ 
ever, that, in case any of the shares issued shall be shares haying a pa 
value, the amount of the part of such consideration so 
capital shall be in excess of the aggregate par va ue S""®* 

issued for such consideration having a par value, unless all , 

issued shall be shares having a par value, in which case the am u 
the part of such consideration so determined to be 
equal to the aggregate par value of such shares. In each such c 

board of directors shall specify in V«haIl'not'have 

tion which shall be capital. If the board f*?” i"®,* 

determined (a) at the time oF issue of any shares of the capital stock 
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(a) It may be a contribution over and above the 
“capital” item, made by an incoming shareholder to 
equalize a surplus fund already accumulated in the oper- 
ation of the business, thus putting him on a par with 
older shareholders. For instance, if a corporation started 
life having shares with $100 par value fully paid and 
then, through successful operations, accumulated a sur- 
plus fund of $50 per share, the sale of additional shares 
at 100 to outsiders would represent a mere dilution of this 
surplus fund. If the outsider is required to pay an addi- 
tional $50 per share the law calls this “paid-in surplus.” 
In a business sense, however, it is merely his contribution 
to equalize the surplus fund accumulated for the benefit 
of others; a business man would regard it as only sensible 
that this item should be thrown into the earned surplus 
hotchpot, to be treated exactly as earned surplus. The 
only case on the subject so holds.** 

(b) A paid-in surplus item will also arise where the 
corporation, through statutory proceedings, has reduced 
its capital stock — i. e., gone through the necessary steps 
to obtain permission from the state to reduce that amount 
of assets restricted by the legal inhibitions on capital 
referred to above. Thus, if a share of stock having $100 
par value is reduced to $50 par and actually prior to this 
operation the assets amounted to $100 per share, an item 
of surplus equal to $50 per share arises. Though not paid 
in at inception as surplus it is now classed as “paid-in 

of the corporation issued for cash, or (b) within sixty days after the 
issue of any shares of the capital stock of the corporation issued for 
property other than cash what part of the consideration for such shares 
shall be capital, the capital of the corporation in respect of such shares 
shall be an amount equal to the aggregate par value of such shares 
having a par value, plus the amount of consideration for such shares 
without par value. The capital of the corporation may be increased 
from time to time by resolution of the board of directors, directing 
that a portion of the net assets of the corporation in excess of the 
amount so detemined to be capital be transferred to capital account. 
The board of directors may direct that the portion of the excess net 
assets so transferred shall be treated as capital in respect of any shares 
of the corporation of any designed class or classes. The excess, if any, 
at any given time, of the total net assets of the corporation over the 
amount so determined to be capital shall be surplus.” Del. General 
Corporation Law (1929) § 14 as amended by Laws, 1929, c. 135, $ 6. 

^Equitable Life Assurance Society v. Union Pacific R. R. Co, 
(1914) 212 N. Y. 360, 106 N. E. 92. 
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surplus. This is obviously an operation looking to- 
wards liquidation of a part of the contributions originally 
made by the shareholders; and the business sense of the 
transaction would seem to indicate that it could be dis- 
tributed only to the shares whose capital had thus been 
reduced and perhaps not at all, if thereby the security 
behind senior issues would be lessened. The law is yet 
unsettled on the point. 

(c) Where one corporation sblls all of its assets to 
another corporation, organized perhaps for that purpose, 
the second corporation may and frequently does desire 
to perpetuate the situation existing before the sale. Thus, 
where a corporation has, let us say, $1,000,000 par value 
stock outstanding and a surplus of $5Ci0,0C)0, and it sells 
these assets to a second corporation which likewise wishes 
to issue shares having a par value of $1,000,000, the second 
corporation will emerge with a capital liability of 
$1,000,000, a surplus item of $500,000, and assets of 
$1,500,000. The surplus item is “paid-in” — ^i. e., it was 
not earned from the operations of the business of the new 
corporation. Yet it was originally earned; and the whole 
intent of the transaction is to place the new corporation 
in the same situation with respect to both capital and 
surplus as was the old. The enterprise has, in a word, 
merely changed its legal clothes. The business sense of 
this transaction would be to carry the surplus item as 
earned surplus in the new corporation just as it was car- 
ried before the sale of the assets. The law remains 
unsettled." 

"See Ohio General Corporation Act (1929) 518623-8639 (reduction 
of stated capital), §8640 (distribution of excess assets); Sfnoll v, 
Sullivan. 245 N. Y. 343, 157 N. E. 261 (1927) (reduction by consolife- 
tion); Hoyt v. E. /. Du Pont de Nemours Powder Co., 88 N. J. Eq. 19o, 
102 Atl. 666 (1917). 

" In Hood Rubber Co. v. Commonwealth, 238 Mass. 369, 131 N. E. 201 
(1921), a corporation by amendment changed 50,000 shares of common 
stock of $100 par value each, to 100,000 shares of non-par common 
Stock, and provided for an exchange on the basis of two new shares 
for one old one. A tax was collected, over the corporation s protest, 
on an alleged increase of capital stock. The corporation sued for ti^ 
rebate of this tax, and the court held that recovery should be grated, 
saying at page 372, “The treasury of the corporation is not thereby to 
be enriched by cash, property, services, or the remission of its obliM- 
tion for expenses. . . . It is a simple exchange of one token for 
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(d) The real problem arises where surplus is paid 
in by persons buying stock on original issue, without rela- 
tion to any existing paid-in surplus, and without any 
actual intent as to its use. Evolved from the three previ- 
ous situations, the new device has attained a vogue which 
indicates a serious change in technique. Where the cor- 
poration has only one class of shares outstanding the con- 
sequences are, perhaps, not grave. In case such surplus 
is distributed, the recipients will be precisely the holders 


another token or several other tokens representing the same thing. 
The capital stock remains the same. The number of fractions into 
which it is divided alone is increased.” It did not appear in that case 
whether there was a surplus; and the stockholders had taken pains to 
state in the authorizing resolution that the conversion of par shares 
into non-par shares should be “without any capitalization or impair- 
ment of any existing surplus accumulated and undistributed profits.” 
In view of this definite statement of intent, the case seems plainly right. 
On the same day the same court decided Olympia Theatres v. Common- 
wealth, 238 Mass. 374, 131 N. E. 204 (1921) in which a capital of 80,000 
shares with a par value of $50 per share was changed to 80,000 shares 
with no nominal or par value. Thereafter, the 80,000 non-par shares 
were increased to 250,000 non-par shares, leaving 170,000 shares of 
unissued stock, and the old stockholders received a share of non-par 
stock for a share of par stock. The court characterizing the Hood 
Rubber case said, at pages 376-377, “Any theory by which an excise 
was exacted for the change of the eighty thousand shares of common 
stock, each with a par value of $50, into an equal number of shares 
without par value, was unsupported by the statutes then in existence. 
That is settled by Hood Rubber Co. v. Commonwealth, ante, 369, just 
decided.” This statement seems unduly broad. If in the Hood Rubber 
case there had been no declaration of intent to preserve the existing 
capital account as it then stood, and the non-par shares had been per- 
mitted to capitalize the existing surplus, there might very well be a 
basis for imposing such excise. The court, of course, in its dictum had 
not in Its mind the problem here considered. It does not follow that 
the conversion of a par share results in fixing the same amount of 
capital behind each share. 


Pennsylvania appears to provide by statute that on reorganization 
or conversion of par stock into non-par stock, the absorptive power of 
the shall not ‘freeze” any accumulated surplus. Pa 

Laws, 1919, p. 914 et seq., §3; "For the purposes of this act the ‘stated 
capital of a corporation issuing shares without nominal or par value 
shall be the capital with which the corporation will begin business, as 

incorporation or reorganization or the joint 
agreement of merger or consolidation, plus any net additions thereto 
deductions therefrom; provided that ‘stated capital’ 
shall not include any net profits or surplus earnings, so long and durine 
such period as the same may be paid out in dividends under the priv 
visions of Section 8 of this act ”88 j 

shall not be paid out of anything except net profits or surplus e'^rnhTgs* 
It thus appears that m Pennsylvania the capital with which the coroora- 
tion begins business is the capital fund, until added to by soml formll 
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of the stock (or their transferees) who contributed it. 
There is, of course, the danger that through declaration 
of such surplus, piecemeal, as dividends, a fictitious mar- 
ket value may be given to the stock to which it is not eco- 
nomically entitled ; the use of some such arrangement has 
in fact characterised many dubious schemes. Again, 
combined with the device of non-par stock, stock divi- 
dends may be regularly declared; and (since the directors 
have full power to determine how much surplus shall be 
transferred to capital account upon issue of non-par 
shares as dividends) it may and frequently does occur, 
that corporations issue dividends payable in stock of their 
own company,” possibly represented in fact by transfer 
of only a trifling amount of paid-in surplus capital — the 
result being that the stockholder’s pro rata share of assets 
does not really change, though he has a constantly multi- 
plying number of shares of stock. The securities market 
does not, as yet, appear sufficiently sophisticated to dis- 
count this situation, with the result that serious danger 
may be involved in purchasing shares of stock in corpora- 
tions having a paid-in surplus and a policy of regular 
stock dividends. Such “stock dividends” apparently 
constitute a return on the shares; equally they may be 
thought of as involving no return at all or as representing 
a return only to the extent that actual profits have 
been earned and added to capital account. The New York 
Stock Exchange has been led recently to regulate this 

• It is interesting to note that various states in the early stages 
contemplated payment of dividends only out of “surplus net earnings 
arising from the operation of the business'* — that is, only from actual 
earnings. This was the rule in New York (New York Penal Law, 
(1909) §664) until an amendment (Laws of 1924, Chapter 221). The 
amendment struck out the requirement that earnings should be paid 
only from surplus net earnings arising from the operation of the busi- 
ness, and permitted making of paynrients out of “surplus." The 
apparent object of the change was specifically to permit payment from 
paid-in surplus. 

•• Examples of companies following this policy — North American 
Company, Auburn Automobile Company, Shenandoah Corporation. 
The exact amount transferred from surplus to capital in respect of 
each share distributed as dividends usually does not appear until long 
after the dividend has been paid. Central States Electric Corporation 
worked out a bond, the interest on which could be paid at the option 
of the bondholder in stock of the debtor company. 
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practice by insisting that “regular” stock dividends shall 
be declared only when they represent actual and adequate 
transfer of earnings from surplus to capital account.*^ 
The law seems to impose no check for limitation. 

The real danger inherent in “paid-in surplus” ap- 
pears where the corporation has more than one class of 
stock outstanding. Under the law, so far as at present 
developed, paid-in surplus is, prima facie, available for 
all the purposes for which other surplus can be used. It 
can apparently be paid out as dividends at the will of 
the directors, despite the fact that it is really a contribu- 
tion of assets and not an accumulation of earnings. If, 
therefore, a corporation has both class A and class B stock 
outstanding — ^the class A stock has been issued for $100 
per share of which $50 is set up as “capital” and $50 as 
paid-in surplus, and the class B stock has been issued for 
ten cents a share, — there is nothing to prevent the direc- 
tors from commencing to pay dividends at once to both 
class A and class B out of the earned surplus item con- 
tributed by purchasers of class A. In substance, this 
means that a portion of the contribution made by the 
class A shareholders is at once diverted and distributed 
to the class B shareholders. In a word, a part of the 
asset value vehind the class A shares is at once distrib- 
uted to the class B as “dividends.” 

The practice is too recent, and the analysis too incom- 
plete, to permit generalizations. The most important jus- 
tification for paid-in surplus of the fourth type appears 
to be where a corporation elects instead of borrowing 
money, to finance part of its needs by preferred stock.” 

"See, e.g., the restrictions on the use of paid-in surplus funds 
required by a ruling of the Governing Committee of the New York 
Stock Exchange, April 30, 1930: "Accounting should be adapted to 
the end that this account should show at any given time the exact 
amount of realized undistributed earnings, either from date of organiza- 
don, or, in the event of recapitalization, from some fixed stated date. 
The fact that state laws may permit stock dividends to be paid without 
any charge against earnings or earned surplus or with only a nominal 
charge has no bearing upon the correct accounting procedure to be 
followed.” See further. Report of Special Committee on Dividends 
of the New York Stock Exchange, supra note 9. 

“ A good many real estate companies endeavor to do precisely this. 
Certain of the Fred F. French Company units, for example, use pre- 
icrred stock in lieu of second mortgage money. 
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In such case, the limited preference dividends on pre- 
ferred stock are really a, substitute for interest payments. 
Preferred stockholders usually insist on having dividends 
paid regularly. Without some reasonable assurance of 
this, preferred stock cannot be sold. If the senior financ- 
ing were handled through a bond or note issue, the corre- 
sponding interest would have to be paid, irrespective of 
whether the corporation was earning money or not; and 
the capital contributions of the junior stockholders could 
and would be used for this purpose. Preferred stockhold- 
ers, in the case supposed, are really replacing bondhold- 
ers; and a provision, at least for a limited time, for pay- 
ment of their dividends out of capital contributions of 
junior shares seems neither unnatural or necessarily unde- 
sirable. The jimior shares are in reality merely paying 
rent for the capital they hire; the rent (as usual) com- 
mences before the profits begin to come in. 

Beyond this, it would seem that there is little justifi- 
cation for the use of paid-in surplus at the outset. The 
only other result is to grant to the directors almost unlim- 
ited power to transfer contributions of assets from one 
group to another group; perhaps, to a group which has 
little or no right to receive them under standards either of 
business or ethics. It is considered probable that the law 
will ultimately regulate the use of paid-in surplus; upon a 
case properly presented, the courts might enjoin unrea- 
sonable use today. Pending the necessary decision on the 
subject, the question will remain a moot point among 
lawyers. 

Paid-in surplus is dangerous because in large meas- 
ure the public investor neither knows of its existence nor 
understands what it means. He may be contributing sur- 
plus without knowing it. In New' York, unless the charter 
explicitly requires a stated sum to be set up in respect 
of each non-par share as “capital,” all of the payment 
for non- par shares is deemed to be “capital”; ’* and prob- 

“New York Stock Corporation law (1923) §12, requires that the 
charter shall contain verbatim one of the two following statements, 
where non-par stock is authorized: 

A. “The capital of the corporation shall be at least equal to the 
sum of the aggregate par value of all issued shares having par 
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ably in a New York corporation, under the usual clauses, 
payment for non-par shares on original issue must be 
credited to the capital fund. Outside of New York, how- 
ever, this is not the general rule. In Delaware, for exam- 
ple, the directors may fix the consideration for which 
non-par shares are to be issued, specifying how much is 
to be set up as capital and how much as paid-in surplus. 
The buyer of stock will not normally know what these 
figures are. In Delaware, also, where stock is issued for 
property the directors do not even have to specify in 
advance what shall be done with the capital account. 
They are allowed sixty days after the transaction, to set- 
tle how much shall be capital and how much paid-in sur- 
plus.*® Here the recipient of the stock has not even the 
possibility of knowing in advance whether he is contrib- 
uting to a paid-in surplus fund or not. 

When this device is united to that of classified shares, 
of which some classes may be parasitic, it is plain that the 
power to settle how much of the issue price of shares 
shall be paid-in surplus, coupled with the power to dis- 
tribute such surplus as dividends, forms an important 
accretion in management power to apportion assets as 
between shareholder and shareholder. Capable of legiti- 
mate use, it is also fraught with the possibility of tre- 
mendous abuse; whether the benefits outweigh the dangers 
will not be known for some time to come. Justifications 
may appear for uses which seem indefensible now; appar- 
ently legitimate uses may prove unsound. 

It would appear that the principal uses of paid-in sur- 
plus of this fourth type are two. First, it is used to pay 
divid ends on preferred stock during the formative period 


value, plus $ (the blank space being filled in with some 

number representing one dollar or more), in respect to every 
sued share without par value, plus such amounts as, from 

tmnsfeVed thJr';t;-'?''‘‘'‘^" 

B. ‘The capital of the corporation shall be at least equal to the 
sum of ,he aggregate par value of all issued shares'having oar 
value, plus the aggregate amount of consideration received *by 
the corporation for the issuance of shares without 0^ *810/ 

resolution of the 

^ Board of Directors, may be transferred thereto.” 

Delaware General Corporation Law. § 14, sul>ra note 21. 
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— in other words, to pay rent for capital before profits 
come in. Secondly, it is used to protect the earned surplus 
when the time comes to pay back the capital represented 
by preferred shares. 

This latter use is worth a word. Preferred shares 
under the modern capital structure are frequently redeem- 
able — i. e., they can be bought in for cash at the option of 
the corporation. Many corporation statutes permit pay- 
ments made for preferred shares to be deducted, at least 
in part, from capital account, thereby preserving unim- 
paired the surplus account, leaving it available for divi- 
dends.*^ But there is a limitation. In the states referred 
to, when preferred shares are redeemed or retired, the par 
value of each share so redeemed may commonly be 
charged against capital account. Where non-par shares 
are redeemed, the amount of the “capital represented by” 
such shares may be similarly charged. The latter phrase 
has never been judicially construed; it has been assumed, 
without justification, to mean (in respect of each share) 
the total amount received for that class of preferred stock, 
divided by the number of shares outstanding. But pre- 
ferred stock is commonly redeemable only at a premium — 
say at 110 for a share of stock having a par value of 100. 
When, therefore, the corporation pays $110 to redeem a 
share of preferred stock representing $100 of contribution 
to capital, the extra $10 has to come from something. It 
cannot come out of the capital account. If it can be paid 
only out of earned surplus, the operation might reduce the 
earned surplus so far that payment of dividends upon the 
junior shares might be prevented. Accordingly, corpo- 
rations set up paid-in surplus, thereby protecting their 
earned surplus account from drains occasioned by retire- 
ment.** In this aspect, the paid-in surplus fund permits 
the transfer of part of the contribution of junior share- 
holders to the preferred shareholders, in order to help pay 
them out of the picture. Though capable of abuse, this 

"See, for example, Delaware Ger>eral Corporation Law (1929) §27. 

" See Berle, "Cases and Materials in the Law of Corporation Fi- 
nance" (1930) p. 394 €t seq. 
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is commonly a legitimate process. Directors do not ordi- 
narily issue preferred stock save as a means of hiring 
capital; they do not ordinarily redeem preferred stock 
save when opportunity allows them either to hire capital 
elsewhere at a lower rate, or to free the corporation of a 
burdensome prior charge on income. The use of the 
junior stockholders’ contributions for this purpose is 
probably to their advantage. 

Shifting of Participations — Mergers 

A final method of dilution is that of merging the cor- 
poration with another corporation, and issuing shares in 
a new corporation or in the merging corporation in lieu 
of the shares of the corporation merged. This amounts to 
a forcible exchange of participations in one concern for 
participations in a larger concern. It may be assumed that 
the bulk of such mergers are on a fair basis. This, how- 
ever, is not invariably true. In a relatively recent in- 
stance the Public Service Corporation of New Jersey 
purchased large stock holdings in a number of smaller 
utility concerns. It then caused these concerns to lease 
their facilities to the Public Service Corporation of New 
Jersey at a rental carrying a fixed dividend on their 
shares of stock. Such a lease represented the defi- 
nite obligation of the parent corporation, thus fur- 
nishing a security roughly equivalent in safety of income 
to a junior mortgage bond. Still later it undertook to 
merge these companies into itself, offering its preferred 
stock in exchange for stock of the companies thus ab- 
sorbed. A preferred stock dividend is not an obligation 
analogous to a rental, and is far less safe. Under the 
sponsorship of a New York banking house (Roosevelt & 
Son), a series of stockholders’ committees were formed; 
they forced a ruling on the point in the New Jersey 
courts.** The court held that such a merger constituted 
too great a change in the preferential position of the asset 

" Outwater v. Public Service Corporation of New Jersey, 103 N. J. 
Eq. 461, 143 All. 729 (1928). 
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value underlying each share of stock of the small corpora- 
tions and forbade the transaction. Here the dilution was 
less in quantity of assets than in quality; the asset value 
behind each share of stock would, at least at the time, 
have remained substantially the same, but the risk would 
have been materially increased — as was proved in 1930-31 
by the market fate of Public Service Co. of New Jersey, 
preferred. 

The simplest form of dilution exists where one of the 
two corporations sells all its assets to the other in return 
for shares of stock of the buyer representing a far greater 
proportion of the outstanding stock than the assets sold 
bear to the assets of the merged enterprise. The selling 
corporation then dissolves, and distributes the shares of 
stock received in payment ratably among its sharehold- 
ers. Here the shareholders of the buying concern suffer, 
as their asset value is diluted through the distribution of 
an undue number of shares of stock to the shareholders of 
the selling concern. The effect is precisely the same as 
where shares of stock are sold below asset value to out- 
siders. Where a sufficient demonstration can be made 
of the inequity of the exchange, courts will prohibit the 
transaction.** But since the judgment of the directors as 
to the fairness of the exchange is given a great deal of 
weight,** they have in this device a very real power of 
dilution. 

Dilution through merger, however, commonly in- 
volves something more than action of the directors. A 
favorable vote of at least a majority and sometimes two- 
thirds of the voting shareholders is usually required by 
statute.** Consequently, this type of dilution can be car- 
ried through only with the active assistance of the 
“control.” 

''Jones V. Missouri Edison Electric Co., 144 Fed. 765 (C. C. A. 8th, 
1906). 

" Cf. Donald v. American Smelting & Refining Co., 61 N. J. Eq. 50, 48 
Atl. 786 (1901) (involving purchase of property for stock). 

" For a collection of these statutes, see Parker, “Corporation Man- 
ual” (1931) §46. 
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Variation of Participations " — Purchase hy the Corpora- 
tion of Its Own Stock 

Corporations are generally able to purchase shares 
of their own stock though the power is uniformly lim- 
ited to the amount of surplus funds. So long as surplus 
funds only can be used for this purpose, the scope of the 
power is limited. United, however, to the paid-in surplus 
device — and remembering that the paid-in surplus may be 
made as large as the organizing group at the outset or the 
directors thereafter choose to make it — it becomes obvi- 
ous that the power is far reaching. 

The effect of the poAver on asset value either for in- 
crease or reduction lies in the fact that the surplus fund 
may be used to buy stock in the open market at the dis- 
cretion of the board of directors and at a time when they 
deem the price favorable. If purchased above its asset 
A'alue, the effect is to decrease the asset value behind every 
remaining share; if purchased below asset value, the 
effect is to increase this A’alue. The former use is infre- 
quent, though the famous endeavor of the National City 
Bank to “support” its .stock at 400 or thereabouts 


”We have already noted one of the mechanisms for the increase 
of asset value and earning power behind certain shares of stock in 
the discussion of “parasitic” shares, supra p. 159. 

"This is true both at common law and under most statutes. For 
a discussion of the common law rule, see (1926) 10 Corn. L. Q. 371; 
Ballantine on Corporations (1927) §66. Substantially all of the cases 
have been collected by Mr, Irving J. Levy of the New York Bar, in 
a study made at the (Columbia Law School under the direction of the 
writer, and reprinted in (1930) 15 Minn. L. Rev. 1. Mr. Levy comes 
to the conclusion that there should be legislative prohibition against 
the use of this power. For a technical examination of the subject, the 
reading of this essay is suggested. Writers on corporation law divide 
on the practice. Cf, Morawetz, “Private Corporations” (2d ed. 1^6) 
§§112-113; Machen, “Corporations” (1908) §§514 et seq. 626; Wormser, 
“Power of a Corporation to Buy Its Own Stock” (1917) 24 Yale L. J. 177. 
It is unnecessary here to go into the history of the doctrine; from the 
time when the power came into existence, courts recognized that it 
was subject to limitations by reason of the fact that the corporation 
directors might misuse their fiduciary powers. See Luther v. Luther Co.. 
ns Wis. 112, 94 N. W. 69 (1903); Borg v. International Silver Co., 11 
1926). The power is usually exercised by the 
officers of the company under authority conferred by resolution of 
the board of directors. 


restrict the power. N. D. Comp. Laws Ann. 
(192S) 54531; Okla. Rev. Laws (1921) §5320; see Levy, ofi. cit. supra 
note 38, at 16. 



Power Over Participations 


175 


through purchases by its affiliate, the National City Com- 
pany, of shares of the Bank’s own stock in the open mar- 
ket far above book value, comes at once to mind. Purchase 
at prices below book value in order to increase asset value 
per share is, however, by no means unusual; many “in- 
vestment trusts” have resorted to the practice in order 
to strengthen the asset value behind their shares. 

Carried to an extreme, the practice would permit 
a board of directors in a depressed market to use all of 
the surplus funds of the corporation (including paid-in 
surplus), to retire shares which are temporarily de- 
pressed. This carries with it the danger that a manage- 
ment seeking to strengthen its own share holdings, or to 
make an asset showing per share more favorable than 
operations would permit, might deliberately depress the 
stock, or at least sanction an erroneous open market ap- 
praisal, for the sole purpose of gathering in as much cheap 
stock as its surplus fund would stand, thereby increasing 
the relative participations of all remaining holders. In 
other w’^ords, they might strengthen the corporation 
through a process of veiled manipulation of shares of their 
own stock. This involves placing the board of directors, 
marketwise, in a position so directly adverse to the share- 
holders whom they nominally represent, as to create a 
situation which seems, on its face, unsound.*" On the 
other hand, there is something to be said for permitting a 
corporation to buy shares of its own stock, especially 
where the market machinery has temporarily broken 
down. During the panic of November, 1929, many cor- 
porations were urgently asked to use their surplus funds 
for such purchase. The incidental effect was to shift the 
asset values of the remaining outstanding shares. But 
the motive was to provide market purchases for shares of 

•Apparently the New York Stock Exchange has taken this view, 
at least in connection with investment trusts. On 26, ^ 

ruling was announced by the Listing Committee forbidding the pur- 
chase by so-called “investment trusts*’ of their own shares of stock 
save in exceptional circumstances. New York Times, May 27, 1930. 
These circumstances w’ere not defined by the Exchange. A report 
of any purchases actually taking place was required to be made at 
once. See Bcrle. “Liability for Stock Market Manipulation (1931) 31 
Columhip Law Rev. 264. 



176 The Modern Corporation and Private Property 


stock, and to keep running the mechanism of the public 
market. It is difficult to regard this process as anything 
other than a legitimate use; it was, in fact, the only avail- 
able means of safeguarding a decent market appraisal for 
the bulk of the stockholders. 

Removal of Stockholders’ Safeguards — Deletion of 
the Pre-emptive Bight 

The pre-emptive right was originally conceived as 
a necessary outgrowth of a property interest in a partici- 
pation in the corporate assets. The owner was not bound 
to permit any part of these to be transferred to an out- 
sider; and he was entitled to the benefits of the whole 
enterprise. If the enterprise had demonstrated that it 
could earn more than the normal return on capital, he 
was entitled to the opportunity to invest his capital in 
this demonstrably profitable way. Accordingly, the pre- 
emptive right was considered as safeguarding his (a) vot- 
ing right and (b) his relative participation. In this last 
aspect it was a shorthand automatic device to protect him 
from dilution. If the book value of his shares of stock 
amounted to $150, and a new share was about to be sold 
at $100, if an outsider bought it, the $50 surplus was split 
between the old stockholder and the newcomer. If the 
.shareholder bought the new share, his participation re- 
mained the same. In any true analysis, the pre-emptive 
right is analogous to a dividend. It represents the right 
to secure an additional portion either of the present sur- 
plus or of the future earning power of the corporation, or 
both; if sold, it represents a means of converting into 
present cash the value of a part of such earning power or 
surplus. 

This was well enough so long as all shares represented 
participations in surplus. The emergence of preferred 
stock which had only a limited dividend right, and only 
a limited participation in the capital assets, however, 
gave rise to a tremendous confusion. In one case on 
the subject which sugge.sts a real understanding of the 
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problem the holder of a preferred stock limited both 
in dividends and in participation in the capital assets sued 
to demand a pre-emptive right in a new issue of convert- 
ible preferred stock. The new issue had no voting power. 
Vice-Chancellor Lane, in a concise opinion, pointed out 
that since the only object of the pre-emptive right was to 
protect either an interest in accumulated surplus or a 
ratable voting power, and since the complaining share- 
holder had no interest in the surplus and would obtain no 
voting power, the reason for the rule fell. He accordingly 
denied a pre-emptive right. Other jurisdictions strug- 
gling with this question, have not fared so happily.'** The 
fact today is, of course, that the voting right is apt to be 
negligible; and the real argument for the pre-emptive 
right turns on the participation which the shareholder has 
in assets and in earning power. If both are limited, as is 
frequently the case with preferred stock, the thrust of the 
pre-emptive-right rule would seem to have failed. 

The common stockholder or participating share- 
holder, on the other hand, is vitally interested. The pre- 
emptive right is, for him, the great safeguard against 
dilution. It is true that the courts would probably safe- 
guard him even where such right does not exist, if he 
brought the proper law suit. But a law suit is of little use 
to a small shareholder; the expense is too great. To him 
one automatic right is worth a thousand law suits. Cor- 
porations organized in a time when pre-emptive rights 
were carefully protected, and which have scrupulously 
maintained them, have found their stock appreciating for 
that very reason — American Telephone & Telegraph Com- 
pany stock is a notable example. 

But where the classification of stock is carried to 
the extreme lengths now prevalent it becomes almost, if 


*' General Investment Co. v. Bethlehem Steel Corporation, 88 N. J. 
Eq.. 237. 102 Atl. 252 (1917). 

^ Jones V. Concord & Montreal R. Cp 67 N. R m 3® Atl 
(1891) ; Jones v. Concord & Montreal R. Co.. 67 ii. H. m 30 Atl^614 
(1892); Thomas Branch cV Co. v. Riverside & Dan Rioer Cotton Mdls, 
139 Va. 291, 123 S. E. 542 (1924) (in which 

recognized in the holders of participating, preferred as to dividend. 
Stock). 
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not wholly, impossible to work out a rule which will do 
justice to the situation. The case of participating pre- 
ferred stocks — stocks which, let us say, have a cumu- 
lative preferred dividend of $4 per share, and after the 
common stock has received $4 then receive another $3 per 
share, and thereafter divide equally with the common 
stock, or any one of the thousand similar arrangements 
which have been worked out, — may need something anal- 
ogous to a pre-emptive right; but no simple mathematical 
formula can be devised. A pre-emptive right here is as 
likely to be tmjust as just, and it may fail of its purpose 
completely. This has led a recent writer on the subject to 
consider pre-emptive rights in cases of complex classifi- 
cation as merely anomalous." 

The modern trend in corporate financing has been 
to cut the Gordian knot altogether. The pre-emptive right 
introduced too many problems. Everything in the nature 
of stock is, under the law, prima facie entitled to such 
right; and the right applies to every security which the 
corporation can issue which either is stock or is convert- 
ible or reducible into stock. Accordingly, stockholders 
are entitled to a pre-emptive right in convertible bonds, 
and probably in connection with stock purchase warrants; 
they have similar rights in respect of any combination of 
stock and warrants, bonds and warrants, or bonds or 
stock convertible into other stock. The machinery of 
getting out pre-emptive rights is arduous, sometimes ex- 
pensive, and likely to create market difficulties. Accord- 
ingly, clauses began to appear in statutes as noted above," 
permitting corporations to cut off the pre-emptive right 
by inclusion of a proper statement in their charter. One 
such law (Delaware) provides that no shareholder shall 
have any pre-emptive right unless it is specifically 
granted him in the certificate of incorporation. A typical 
certificate drawn under this law provides that, 

**H. S. Drinker, “Preemptive Right of Shareholders” (1930), 43 
Harvard Law Review, 586; see also Morawetz, “Preemptive Right of 
Shareholders” (1928), 42 Harvard Law Review, 186; A. H. Frey, 
“Shareholders’ Pre-emptive Rights” (1929) 38 Yale Law Journal 563. 
The principal cases are collected in Berle: “Cases and Materials in 
the Law of Corporation Finance,” pages 309-354. 

** Supra note 14. 
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“No stockholder shall be entitled as a matter 
of right to subscribe for, purchase or receive any 
shares of the stock or option warrants of the corporation 
which it may issue or sell, whether out of the number 
of shares authorized by this Certificate of Incorporation 
or by amendment thereof or out of the shares of the 
stock of the Corporation acquired by it after the issuance 
thereof, nor shall any stockholder be entitled as a matter 
of right to purchase or subscribe for or receive any bonds, 
debentures or other obligations which the corporation 
may issue or sell that shall be convertible into or ex- 
changeable for stock or to which shall be attached or 
appertain any warrant or warrants or other instrument 
or instruments that shall confer upon the holder or owner 
of such obligation the right to subscribe for or purchase 
from the corporation any shares of its Capital Stock. 
But all such additional issues of stock option warrants or 
of bonds, debentures or other obligations convertible into 
or exchangeable for stock or to which warrants shall be 
attached or appertain or which shall confer upon the 
holder the right to subscribe for or purchase any shares 
of stock may be issued and disposed of by the Board of 
Directors to such persons and upon such terms as in 
their absolute discretion they may deem advisable.” 

The deletion of this pre-emptive right leaves the field 
clear for the directors to exercise all of the powers of 
dilution which turn on the issue of additional stock. 
Whatever legal limitations on their power may remain, 
the automatic check has been removed. 

Even where the pre-emptive right exists, it is subject 
to the exception (noted in Chapter I of this Book) that 
it does not apply to the issue of stock for property;*® and 
in a minority of jurisdictions, notably New York, it does 
not necessarily apply to the issue of shares already 
authorized but unissued.*® 


** See Note, Berle, “Cases and Materials in the Law of Corporation 

Finance” (1930) p. 344. oci \r V ?74 170 

* Dunlay v. Avenue Af. Garage & Re^r Co., /»r., 253 N. . 

N. E. 917 (1930): Archer v. Hesse, 164 App. Div. ISO N Y. Supp. 

296 (1st Dept. 1914). Manifestly the subscriber to the 

stock can not impress his claim as to a pre-emptive right o ry 
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With these exceptions, and with the direct elimi- 
nation of the pre-emptive right through the statutes 
and charter provisions, the corporation utilizing all of 
the modem devices wiU grant to its directors a substan- 
tially untrammelled power through the issue of stock and 
the determination of its price to regulate the asset value 
behind each share. 


II. Unascertained Participations 

An extreme grant of power has been taken and 
secured by directors where statutes have permitted cor- 
porate charters to authorize the issue of securities whose 
precise claim on the corporate earnings and assets is not 
to be ascertained until later. Three classes of such securi- 
ties have already made their appearance, viz., stock pur- 
chase warrants, ‘‘blank” stock, and securities convertible 
at the option of the corporation. 

Stock Purchase Warrants " 

Stock purchase warrants are perhaps the most widely 
distributed of this class of security. Very little is known 
about them, either as a matter of finance or as a matter 
of law. They have not been in existence long enough 


share thereafter. The corporation has to start somehow. On the other 
hand there is the possibility of fostering a practice of building up 
tremendous reservoirs of authorized but unissued stock free of the pre- 
emptive right. The rule arrived at in the Dunlay case was that the 
pre-emptive right does not attach to shares of stock issued "to be used 
in the business of the coloration rather than the expansion of such 
business beyond the original limits”; the inference being that where 
such stock IS issued for “expansion beyond original limits” a pre-emptive 
right applies. This distinction is not of great practical use since there 
IS no clear line between the use of capital “in the business” and in the 
expansion of the business.” Probably one vigorous significance of this 
case IS that where on original issue the sellers of the stock of the 
corporation state in the prospectus, “authorized capital stock 1,000,000 
shares; amount to be presently issued 100,000 shares," or the like (which 
IS common practice in prospectuses today), they have themselves indi- 
cated the line between shares issued for the contemplated business of 
the corporation and shares reserved for “expansion.” At least, this 
IS a possible result. 


direction of one of the writers 
by Messrs Russell G. Garner and Alfred R. Forsythe: “Stock 
Purchase Warrants and 'Rights,'” Southern California Law Review 

No 269-292; Volume IV, 

No. 5, pages 375-392. This study, which traces the presently ascer- 
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to permit the formation of any intelligent judgment as 
to their value; their legal position differs widely from 
their present economic use. Nominally, a stock purchase 
warrant is an option, permitting the holder to subscribe 
to one or more shares of the capital stock of the issuing 
corporation at a price stated in the warrant (which may 
vary during the period of the option) ; the term of the 
option being either limited or perpetual. Of recent years, 
the trend has been toward the perpetual option warrant, 
first legalized by an amendment to the Delaware Corpo- 
ration law in 1929.“® 

By hypothesis, a stock purchase warrant constitutes 
a privilege to the holder to become a stockholder upon 
payment of the purchase price. If this price is less than 
the asset value per share of the class of stock in respect 
of which the warrant was issued, a dilution necessarily 
occurs when the warrant is exercised.®* But unless the 


tainable status of these rights, likewise includes a reprint of all of 
the principal forms in current use. In view of the extremely arbitrary 
quality inherent in a stock purchase warrant, the authors in their con- 
clusion considered it “a fair question, whether, in view of the directors’ 
duty to protect the stockholders, the directors ever can issue war- 
rants naming the present set price over the objection of a stock- 
holder”; and an option to purchase shares of the corporation at, say, 
$100 per share, though fair today, may be grossly inequitable to the 
shareholders ten years from now. 

^Delaware General Corporation Law (1929) §14, last paragraph. 
Prior to 1929, Delaware law did not expressly permit the creation of 
rights or bonds; the legality of perpetual warrants was therefore doubt- 
ful, to say the least. In 1929. the law was amended to permit the 
issuance of options “unlimited in duration.” This was shocking to 
most students at the time, but the Delaware Act in this respect merely 
legalized what had already been done by certain daring New York 
offices, and within a few months perpetual warrants became so com- 
mon as to excite little comment. 

^Professor Berle and I disagree on the question of when the 
dilution of assets takes place. I believe that a clearer understanding 
of a warrant transaction is reached by regarding the issue of a warrant 
as producing a dilution of assets (unless the warrant brings to the cor- 
poration sufficient additional funds). The difference turns largely on 
the meaning of a pro-rata share in assets. If “assets are to be denned 
as book value, and if a pro-rata share amounts to the book value 
divided by the number of shares outstanding, Professor Bedes posi- 
tion is unassailable. On the other hand, if “pro-rata share in assets 
means the stockholder’s share in a property which is valuable pri- 
marily because it is expected to earn an income in the future then 
the free gift to any other person of a right to share in any part ot 
these prospective earnings lessens the original stockholder s share in 
the property and thus dilutes the assets represented by his share ot 
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market value of the stock is higher than the option price, 
the warrant will not be exercised, since it would be 
cheaper to purchase the stock in the open market. Where 
the warrant is exercised long after its issue date (assum- 
ing the corporation to have been prosperous), a dilution 
is almost certain to take place. This has led some stu- 
dents to describe stock purchase warrants as the potential 
right to a continuous dilution of the stock until all exist- 
ing warrants are exhausted. Obviously, if a corporation 
has 100,000 shares of stock issued and outstanding, and 
has warrants representing options on another 100,000 
shares, and prior to the exercise of any options the book 
value of each share of stock is 150, while the option price 
is 100, the effect of exercising the options will be to take 
half of the excess over the option price from the old 
shareholders, and to present it to the new shareholders. 
For this reason, potentially, the power to issue warrants 
and the power to exercise them when issued, represents 
a drastic power over the asset values underlying the exist- 
ing shares of stock. 

Under the typical prevailing statute, the power to 
issue such warrants is vested solely in the board of direc- 
tors;®* and, unless the corporation charter otherwise 
provides, the directors are subject to no control. A stock- 
holder buying shares in a Delaware corporation is thus 
subject to this variation in his rights whenever the direc- 


stock. Such a definition would indicate that a stock purchase warrant 
—an option to share in the future earnings of a company— tended to 
dilute the assets represented by a share of stock at the time of issue 
unless an appreciable sum were paid into the corporation treasury as 
a result of its issue. ^ 

When a purchase warrant is exercised the pro-rata share in assets 
(as above defined) represented by an existing share of stock is sYmuh 
through the cancellation of the warrant and de- 
creased by the issue of stock at less than its asset value. 

♦I. ***'^!l * w^trant is exercised, however, the market value of 

the stock must tend to exceed the market price of the warrant bv 

.hS:; b, ...b 

•Del. General Corporation Law (1929) §14. 
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tors, by simple resolution, choose to exercise it.®‘ A 
charter can, of course, be drawn preventing the exercise 
of such power; but the writers have come across no case 
in which this has been done. Substantially similar pro- 
visions exist in Maryland and in New Jersey;®® New 
York has not yet sanctioned the practice. In an extreme 
form it appears in the corporate structure of the Ameri- 
can & Foreign Power Company, which has an author- 
ized capital of several classes of preferred stock and 
10,000,000 shares of common stock. Of the common stock, 
1,413,000 shares were outstanding as of April 30, 1929; 
option warrants calling for 3,619,000 shares were out- 
standing at the same time. In other words, warrants 
were outstanding calling for more than twice the total 
amount of existing issued common stock. 

In practice, stock purchase warrants and particu- 
larly perpetual warrants have run a curious and almost 
incomprehensible course. Though their interest in any 
distributions by a corporation can be realized only by 
exercising the warrants, thereby securing the underlying 
shares at the option price, in practice they are rarely 
exercised. Despite this fact, they maintain market values, 
which to the uninitiated seem inexplicable. The market 
theory appears to be that to hold an option warrant is 
equivalent to holding a long position in the stock; but 
that, as it costs less to buy an option than to buy the stock 
itself, the option is entitled to sell at a premium. Conse- 
quently, if the option is to purchase stock at 10, 
and the stock itself is selling at 20, the option war- 
rant will not sell at 10 (the market price minus the 
option price), but at 10 plus a premium representing the 
chance of further appreciation of the underlying stock. 
So long as this situation exists, it is never profitable to 
buy the option and convert it into the stock. The option 
warrant will always be a little ahead. In practice, the 


“ See Berle, “Investors and the Revised Delavrare Corporatton Act 
(1929) 29 Columbia Law Rev. 563, 565. j j u t 

- Md. Code (Bagby. Supp. 1929) 5§41. 44, 45, as amended by Laws 


1929j^c^565. amended by Laws 

1930, c. 123. 
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option warrant prices have often run so consistently 
ahead that relatively few shares of stock seem to have 
been issued against such warrants other than at or near 
their expiration; perpetual warrants have rarely been 
exercised. This had led certain observers in the New 
York market to suggest that the real result of an option 
warrant is to create a pure gambling counter, since it will 
never be exercised, and will consequently never have any 
impact on the corporation’s assets. In view of the ex- 
tremely short experience with perpetual warrants, gener- 
alization is impossible. While they may persist as 
perpetual gambling counters, there is no guarantee that 
a changing security or business cycle may not tell a dif- 
ferent story. For the purpose accordingly of long term 
holdings, there is an unexplained element of danger in 
those corporations whose structure is heavily loaded with 
stock purchase warrants. If prosperous, dilution may 
take place at any time.®' 

Legally, option warrants are subject to a number of 
serious objections which have not been worked out. The 
first is the chance that they may be held to be pure gam- 
bling contracts, not designed to represent any actual 
delivery of the stock. The second is that at the time 
when the stock purchase warrants are issued, particularly 
if they are perpetual, it is almost beyond human wisdom 
to set any fair price on such options. A board of directors 


“The proper open market appraisal of an option warrant is an 
exceedingly complex problem in mathematics. A few of the simpler 
calculations which must be made are these: the warrant is worth the 
market price of the stock, less the option price, plus a premium for 
the fact that less funds are required to “carry” the warrants; minus a 
discount for the fact that the warrants do not share in dividends; plus 
or minus a factor for the chance of appreciation of the underlying 
stock (limited, however, by the fact that arbitrage operations will 
always prevent the warrant from sinking below the market price, minus 
the option price); minus the potential depreciation in the value of the 
share of stock occasioned by the option owing to dilution through the 
operation of the warrant itself; this last factor being varied by the 
probability of the number of warrants exercised at any given time" 
and so forth. 

“Again the reader must be reminded that this is a legal view. 
Front the economic viewpoint, loss in value occurs when warrants are 
issued and not at the time of exercise. The existence of a heavy load 
of warrants reduces the present value of the stock. Their exercise 
seems unlikely to lessen the value of the existing stock. G. C. Af. 



Power Over Participations 


185 


isuing them (or bankers buying them) must necessarily 
fix a price determined solely by what the traffic will hear; 
and a stockholder who chooses to step in and enjoin the 
transaction on the ground that the price bore no relation 
to the ultimate participation, may very easily succeed 
in so doing. In the third place, they share the weakness 
of convertible bonds. If, when the time comes, the corpo- 
ration either has not the stock to deliver or does not wish 
to deliver it, the remedies of the shareholder are nothing 
if not obscure. Courts will probably not decree the issue 
of the stock. The amount of damages they would grant 
to the disappointed holder is as yet unascertained. 

“Blank” Stock 

This device, even newer than stock purchase war- 
rants, has created a potentiality almost wholly unrecog- 
nized by directors; and the ultimate use to which the 
device will be put remains problematic.®* 

“Blank” stock "was evolved out of the desire to cre- 
ate authorized but unissued preferred stock under an 
arrangement giving the directors the power to vary the 
dividend rate set out in the charter prior to the issue of 
such stock. This, of course, was perfectly legitimate. 
Preferred stock is frequently used for senior financing, 
much as are bonds or debentures. From time immemo- 
rial, it was required to be described in the certificate of 
incorporation. If, therefore, a preferred stock was author- 
ized but unissued, carrying an 8 per cent cumulative 
dividend rate, at a time when the money market per- 
mitted the issuance of such stock on a 6 per cent basis, 
either the stock had to be sold at a premium (a difficult 
thing to do) or the charter had to be amended, entailing 
all of the formalities of a stockholders’ meeting and a 
proper stockholders’ vote. If the authorized preferred 
stock carried a 5 per cent dividend rate at a time when 
the market required not less than 6 or 7 per cent to pro- 
mote the sale, the stock could only be sold at a heavy 
discount. Consequently, it was desired to permit the 

*• Sec Berle, op. cit. supra note 50. at 565. 
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directors, without going through the formality of amend- 
ing the charter, to vary the dividend rate. Presently, it 
seemed desirable to permit directors to vary other quali- 
ties of the stock itself, permitting them to mould such 
stock into the form most adapted to the company’s 
financing at the time. This culminated in the Delaware 
device of 1929 (Section 5, sub-section 4; Section 13), 
which amounts to a statutory permission to corporations 
to set up in their charters classes of stock whose desig- 
nations, preferences, and relative participating rights and 
any limitations on them, may be determined by the board 
of directors of the corporation, if the certificate of incor- 
poration so states. In result, the corporation emerges 
with “blank” stock, which constitutes, in fact, a blank 
check on the corporate assets and the corporate earnings, 
to be filled in by the directors at will. 

This, of course, is far broader than the power merely 
to adjust a dividend rate to the prevailing rates for capi- 
tal hire in the market. The power is complete; the direc- 
tors are granted at least apparent authority to issue 
stock in such a way as to vary the pro rata asset share 
of all outstanding stock; to vary their dividend partici- 
pations; to vary their relative voting strength; in short, 
to do pretty much as they will with the existing share- 
holders. The writers have come across no certificate 
which has not, to some extent, limited the power of direc- 
tors in that regard; either because the power was not 
realized, or, because its existence seemed too drastic even 
for the corporate organizers of today. The typical cer- 
tificate grants specific power to the directors to determine 
the dividend rate, an optional redemption price, sinking 
fund, conversion provisions, and the like, — leaving direc- 
tors with a sufficiently wide latitude, but still less sweep- 
ing than that made possible under the statute. 

The legality of this class of security remains unde- 
termined. Undeniably, such securities are valid as far 
as they go. It does not seem probable, however, that the 
grant of power as appearing in the Delaware statute can 
be used safely by directors. It may well be that the com- 
mon law will so strictly circumscribe the power as to make 
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it less dangerous than it at present appears.®^ Unless 
some such circumscription is evolved, the directors in 
any such corporation have one of the most absolute 
grants of power over property beneficially owned by 
others that is known to the common law. 

Securities Convertible at the Option of the Corporation 

A new form of security is beginning to make its 
appearance, though so little is known about it that at 
present it can hardly be discussed. These are securities 
convertible at the option not of the holder, but of the 
corporation, into other securities. The Associated Gas 
& Electric Company has supplied the outstanding exam- 
ple of such securities. 

The power to convert a security, of course, connotes 
the probability that the power will be exercised when 
such conversion is most favorable to the “contrcl.” 
The evolution of this type of security accordingly opens 
new fields in the practice of control of imderlying asset 
values; and the significance of such devices is likely to 
increase. 

The mechanisms reviewed above do not by any means 
exhaust all the powers of control which exist over the 
asset value of shares of stock. They are merely the prin- 
cipal ones. In combination they are sufficiently far- 
reaching to demonstrate the point that the participation 
which any share of stock has in the corporate earnings 
and assets may, under appropriate corporate structure, 
be dependent largely on the will of the directors or the 
“control.” And it is noticeable that the bulk of these 
powers can be exercised by the directors without the 
shareholders’ vote — that is, without invoking the ma- 
chinery of “control.” 

The basic theory underlying all of these mechamsms 
is that of a free conWact. The purchaser of stock in the 
corporation is considered to have agreed to and a^epted 
all of the provisions of the underlying corporation act 
and of the corporate charter; and probably to have ac- 

See Berle, of*, cit, supvo note 13» possifn. 
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cepted also all future amendments of the corporation law 
and of the charter.®* He is thus deemed to have agreed 
to the existence and use of all of the mechanisms men- 
tioned in this chapter, and several more besides. Accord- 
ingly, when the directors vary his participation in assets, 
and he objects, he is faced with a doctrine which accuses 
him of having directly agreed to the situation in which he 
finds himself. Of course, the “contract” is a fiction of 
law; shareholders do not bargain with their corporation 
and strike an agreement on the terms of the corporation 
law and the charter before the stock is sold. They almost 
certainly did not read the corporate charter, and prob- 
ably would not have understood it if they had; and would 
be entirely helpless in the face of the provisions of a 
complicated corporation act.®* 

The only conclusion that can be drawn is that the share 
of stock as at present known, while it represents in a sense 
a participation in corporate assets, does so subject to so 
many qualifications that the distinctness of the property 
right has been blurred to the point of invisibility. For 
protection the stockholder has only a set of expectations 
that the men who compose the management and control 
will deal fairly with his interest. He must rely for the 
most part, not on legal rights, but on economic signifi- 
cances, — on an accumulation of conditions which will 
make it desirable or advantageous, for the purposes of 
the administration of the corporation, to recognize a par- 
ticipation more or less meeting his expectations. 

"Davis V. Louisville Gas & Electric Co. (1928) 142 Atl. 654 
(Delaware). 

"• In the course of his practice of the law, one of the writers has 
never come across a shareholder who had read the corporation charter, 
let alone the underlying corporation act. In practice, only counsel for 
the organizing group have thoroughly digested either the one or the 
other, until a controversy arises. 
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Powers over the Routing of Earnings as between 
Shares of Stock 

Of cognate importance is a series of powers acquired 
by directors and, to a less extent, by the “control,” to 
apportion earnings more or less at will among shares 
of stock. The devices for apportioning assets as between 
shares of stock, reviewed in the previous chapter, of 
course affect earnings also. Asset value is of direct in- 
terest to a shareholder only when the corporation liqui- 
dates — a rare occurrence, save in bankruptcy — or when 
the corporation is sold entire to another corporation — a 
situation which occurs sufficiently often to make it a real 
factor in the situation — or in the case of a true merger. 
But earnings often follow the asset values; and accord- 
ingly, while a shift in such values may not immediately 
affect the return on any given share, over a period of 
years, it almost inevitably shifts the pro rata claims on 
earnings, and changes pro rata distributions by way of 
dividends. Hence, in considering powers over the distri- 
bution of corporate earnings, all of the powers over asset 
participations must be considered as included, though 
their effect may be indirect. 

Direct powers of apportioning earnings are less well 
developed than powers over asset participation. This 
is perhaps, because the practice is more modern; or pos- 
sibly, because such powers are more readily discernible 
by the public investor and consequently are more jeal- 
ously watched. But they are rapidly evolving. 

Control through Determination of the Time of 
Distribution of Earnings 

The primary device permitting the directors to control 
participations in earnings arises out of an ancient and 
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Earnings must not be withheld to an unreasonable degree. 
But “unreasonable” is a word admitting of very wide 
latitude; in practice, save under exceptional circum- 
stances, no lawyer advises a shareholder to sue to compel 
declaration of dividends on the ground that they had 
been unreasonably withheld. Almost any sensible show- 
ing by the board of directors that they intended to ex- 
pand, or foresaw difficulties, or envisaged opportunities, 
would defeat the action. The time rarely comes when it 
can be made to appear that a corporation does not need 
additional working capital. 

If, therefore, the right of a stockholder to receive a 
participation in income could be made to depend on the 
time when it was payable, the management could acquire 
a very real power to steer earnings. Such a tie-up has at 
length emerged. 

N on-cumulative Preferred Dividends * 

The best known direct power to route earnings arises 
where the corporate capital structure includes a class of 
non-cumulative preferred stock. Such stock commonly 
has a limited dividend — say 7 per cent — payable in pref- 
erence and priority to any dividends payable upon junior 
stock. There is, commonly, a provision that no dividends 
may be declared upon the junior stock in any year in 
which the preferred stock has not received its full divi- 
dend. Latent in this situation, however, is the possibility 
that in any year the directors may decline to declare 
dividends on both classes of stock. If, in fact, there are 
earnings in any year which can be applied to payment of 

* Morawetz, Corporations, 2nd Ed., Section 447; Dodge v. Ford 
Motor Co., 204 Mich. 459 (1919); Hunter v. Roberts, Thorp & Co., 83 
Mich. 63; W. Y. L. E. & W. R. R. Co. v. Nickals, 119 U. S. 296 (1886). 

*For a statement of the problem, see Berle: ‘‘Studies in the Law 
of Corporation Finance,” Chapter V, republished from 23 Columbia 
Law Review, 360. 
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the dividends on the non-cumulative preferred, the direc- 
tors by simply withholding such dividends, can set up 
an earned surplus fund. 

Here a dispute entered the law.* One group of cases 
held that such earnings, even though withheld, must ulti- 
mately be applied to the holders of the preferred stock 
— that is, a mere failure of the directors in any year to 
declare and pay earned dividends does not mean that 
the holder of such stock has forfeited all right to divi- 
dends for that year. A contrary view insisted that the 
right of the preferred shareholders to dividends for any 
year simply ceased to exist if the directors elected not 
to declare dividends — thus leaving the share in earnings 
granted to such stock at the mercy of a whim of the board 
of directors. This controversy continues, though the 
latter view apparently prevails; the last word on the sub- 
ject (Wabash Railroad v. Barclay) 280 U. S. 197 (1930), 
was said by Mr. Justice Holmes, who, writing for the 
United States Supreme Court, held that, although the 
preferred stock had not received dividends for previous 
years in which they were earned, common dividends could 
be paid in any year in which the preferred had been paid 
one year’s stipulated dividend.* In other words, back 
dividends, though earned, did not have to be made up. 
The Supreme Court did not, however, determine whether 
the surplus accumulated by withholding dividends from 
the non-cumulative preferred did or did not belong to 
the preferred stock, thus leaving one of the fundamental 
questions still open. 

• Perhaps partly as a result of the article cited in the preceding 
note, though more lilcely as a result of Bassett v. U. S. Cast Iron Pipe Co., 
74 N. J. Eq., 668 and Moran v. U. S. Cast Iron Pipe Co., 95 N. J. Eq. 389. 
The two views are well contrasted in Barclay M^abash Ry., 30 Fed. 
(2nd) 260, Judge Manton taking the view that the stockholder had not 
lost his right to a dividend merely because of the delay; Learned Hand 
taking the view that if the dividend were not declared, it was for- 
ever lost. 

* A decision vigorously criticized by Prof. Clifford M. Hicks “The 
Rights of Non-Cumulative Preferred Stock — a Doubtful Decision by 
the United States Supreme Court,” 5 Temple Law Quarterly 538 (1931). 
This article reviews substantially all the cases on both sides of the 
controversy. Practically speaking, the Supreme Court settled the law 
on the point; its decision in the Wabash case has already been fol- 
lowed in Massachusetts. Joslin v, Boston & Maine R. R,, (Mass.) 175 
N. E. 156 (1931). 
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The dispute in the law turns on a simple issue. A con- 
tract by which preferred stockholders receive dividends 
or not, depending on the whim of the directors, sounds 
hardly reasonable. Intelligent construction of the non- 
cumulative arrangement would seem to be that if there 
have been earnings, available for payment of non-cumu- 
lative dividends, these must be either paid out to the 
non-cumulative preferred stockholders, or, if withheld, 
must be piled up in a dividend credit from which divi- 
dends can ultimately be paid to such stock. Lawyers 
are divided on the point. Business arrangements out of 
court have been made on both theories — some corpora- 
tions declining to recognize any right of the non- 
cumulative preferred stock in earnings accumulated by 
withholding their dividends;® others, recognizing the 
right of such stock to so much of the surplus as had been 
accumulated by withholding earned dividends which 
could have been, but were not, declared to them. A fair 
proportion of the business community in recent years 
(though this was not always the case) has assumed that 
distribution of earnings to non-cumulative preferred 
stock rests in the direct control of the directors ; and that 
the directors, by declining to declare dividends, in any 
year, can thereby cut off the right of non-cumulative pre- 
ferred to share at all in earnings of that year. Junior 
shares in that case are necessarily deprived of receiving 
any dividend for the year, but it is a temporary privation 
they can well afford to suffer, since in the following year, 
(under this theory) earnings withheld from the preferred 
stock may be declared and paid out to the common or 
junior shares.* 

• For instance, the arrangement made with holders of noncumula- 
tive preferred stock of American Linseed Co. when it was finally 
merged with a larger corporation. 

•In its simplest form, the situation works out thus: 

Assume a corporation with $1,000,000 par value of 7 % non- 
cumulative preferred; and 10,000 shares of non-par common. 


In 1925 it 

earns $100,000 

“ 1926 “ 

“ 100,000 

“ 1927 “ 

‘‘ 100,000 

“ 1928 “ 

‘‘ 100,000 

‘‘ 1929 ** 

100,000 

“ 1930 

“ 100,000 
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Participating Preferred Stocks 

This non-cumulative preferred stock dispute would be 
of relatively little importance, if it did not bear on an- 
other group of securities, steadily growing in scope. Non- 
cumulative preferred stock is not popular; it commonly 
is born out of reorganizations in which disappointed cred- 
itors or former stockholders more or less unwillingly take 
such stock, faute de mieux, in a bad situation. 

And yet, the far more popular “participating pre- 
ferred stock” of today, (often disguised under the 
designation “class A stock”) is little more than a non- 
cumulative preferred stock in fact.' Thus the class A 
stock of the Continental Baking Corporation is entitled 
to $8 per share before the class B receives anything; and 
thereafter the class A and class B stock share equally. 
This amounts to a non-cumulative preferred stock with 
an additional participation attached. Variations on this 
theme are many, but the principle is always the same. 
A dividend which may be declared or withheld at the will 
of the board of directors, when earned but withheld, if 
lost forever, results in sluicing earnings into a general 
fund. From this the accumulated earnings can be de- 
clared out in part to other clas.ses of stock. The result is a 
situation in which the power of the directors to withhold 
earnings, constitutes power to deprive one group of share- 
holders of their share in the earnings, and to hand over 
this share to another class, if the directors so choose. 

The legal rules relating to non-cumulative preferred 
stock and the dispute noted above, obviously apply by 


During these years, it declares no dividends. r jx 

In 1931, it declares $70,000 (one year’s dividend on the preferred) 
and declares $530.(X)0 dividends on the common. r j 

If the preferred dividend had been declared 
stockholders during the period would have received $420,000; leaving 
only $180,000 available for the common. ... . j . i 

Most non-cumulative preferred and participating preferred stock 
structures permit this type of manipulation. 

’ For instance: ^ a a i 

Continental Baking Corp. Class A stock 
Armour Co. (of Illinois) A 

General Baking Co, A 

Ward Baking Corp, ^ 
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analogy in the participating preferred field also. How 
far directors have direct power to apportion earnings 
where the capital structure includes a participating pre- 
ferred stock, necessarily abides the ultimate determina- 
tion of the non-cumulative controversy. Many charters, 
(especially recent ones) in specific terms grant to the 
directors complete and absolute power in withholding 
dividends.* They directly authorize the management to 
deprive certain classes of stock of all or part of earnings. 

The same mechanism has been extended to other 
classes of securities. Income bonds, the interest upon 
which is dependent upon its declaration by the directors, 
are one example. Such interest is frequently non-cumu- 
lative, payable only to the extent that it is earned and 
actually declared by directors. Participating bonds, in 
which bondholders are entitled to receive additional dis- 
tributions out of the earnings of the corporation when 
the directors so declare, are of like quality. 

Parasitic Stock * 

The lines of control here follow closely those set forth 
in the previous chapter, except that an added factor is 
needed. The directors must be able to control the surplus 
account to a greater or less degree. 

The simplest type-situation here is a class of stock 
— say class A — entitled as a class to two-thirds of the 
earnings, accompanied by another — say class B — entitled 
as a class to one-third of the earnings.’® 

In the supposed case it would appear at first blush 
that the earnings are automatically routed as soon as 
earned; for each dollar earned is necessarily split, two- 

• For instance, the charter of the Southern Railway (see Norwich v. 
Southern Ry! Co., 11 Va. L. Reg. (U. S.) 203); and probably, that of the 
Erie Railway; also Associated Gas & Electric Co. 

• This field is not covered by decided case law. Only occasionally, 
legal discussions of the problems involved are available in the courts. 
The financial use of the device is so wide, however, that until some- 
thing appears to the contrary, the financial practice must be taken as 
the state of affairs. 

** Stock of this character may legally be issued: see Grausman v. 
Porto Rican American Tobacco Co., 95 N. J. Eq. 154 (1923); affirmed on 
other grounds, 95 N. J. Eq. 223. 
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thirds to class A and one-third to class B. But the direc- 
tors may increase the number of shares of class A stock 
outstanding. The capital gathered by selling the addi- 
tional shares will, presumably, be put to work by the 
corporation, and should result in increased earnings. 
One-third of these earnings at once is available for appor- 
tionment to the class B stock. The directors, through 
their discretion to issue additional shares of one or the 
other class of stock, may thus vary the income of each 
class as they choose. And if they declare dividends pay- 
able in stock, by determining which class of stock they 
will issue as stock dividends, they may still further effect 
the ultimate destination of income. The arithmetic com- 
putations indicating the breadth of this power may be 
left to a footnote ; the result is obvious.” 


” To take a slightly different type of structure, let us assume a 
corporation with 10,000 shares of class A stock entitled to $7 a year 
cumulative preferred dividends and thereafter entitled to a dividend 
share for share, equal to one-third of the dividends declared on class B. 
The junior stock consists of 10,000 shares of class B. 

In case the corporation earns $110,000 per year, and it is all de- 
clared out, the class A will receive $70,000 (its preference); a dividend 
can then be declared out of the remaining $40,000 equal to $3 per share 
(30,000) on the class B and an additional dividend of $1 per share may 
be declared on the class A (one-third of the dividend declared to each 


class B share). , , n • j j *v. 

Assume that the directors during the following year doubled the 
number of class B shares; and the earnings remain approximately the 
same. $70,000 goes to the class A; of the remaining $40,000 earnings, 
the directors may declare a dividend of slightly over $1.70 on each 
share of class B and a dividend of approximately $.57 on each share ot 
class A. As between the classes, the share of class B has been in- 
creased from 30,000 to slightly over 34,000-;^a shift of about 11%; 
while the share of class A (over and above its preferred claim) has 
been dropped from $1 to less than $.60. , i 4 . 

Conversely, let us suppose the same case but the directors elect 
to double the class A shares. Let us assume that on the additional 
capital they earn at the same rate as previously— that is, that the earn- 
ings of the corporation arc doubled. We now have a capital structure 
of 20,(X)0 shares of class A; 10,000 shares of class B; and earnings of 
$220,000 per year. Of this. $140,000 goes to class A to satisfy its pref- 
^ence. Of the remaining $80,000. the directors Jiay declare somewhat 
Tver $3.60 per share on thrclass B-a total of $36.()TO to the class as 
against $30,000 before; while the class A shares will receive sl'g^ 
over $1.20 per share in addition— that is. rather more than 
But class A has contributed twice the capital. The class ^ has in- 
creased in orooortion. This computation could be carried on indefi- 
nitcly. It is possible to work out a share of ^ JJ® 

advantage (relative to the capital contribution which it has made) on 
almost any given change in capital structure. 
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Still further, by controlling the surplus account, the 
directors may not inconsiderably effect the routing of 
earnings. They may, for example, use the surplus ac- 
count to buy in and retire shares of stock either of class 
A or of class B, depending on the class of stock they 
intend to strengthen or weaken at the time.” Since the 
surplus account, excluding paid-in surplus and the like, 
is largely the aggregation of past earnings, the use made 
of it in this respect is an indirect routing of earnings. 
The directors are here nominally exercising the power 
(noticed in the previous chapter) to purchase stock; but 
if they are actually using accumulated earnings for this 
purpose, they are deflecting, at will, the profit stream. 

Another not unfamiliar capital structure includes a 
class A stock and a class B stock, the charter requiring 
that whenever a dividend is declared on class A, each 
share of class B must receive a dividend equal to a cer- 
tain proportion of the dividend on each share of class A. 

Here there is a still wider power of routing earnings, 
through the device of increasing or decreasing the number 
of outstanding shares of either class. A number of 
mechanisms, moreover, may be used in conjunction with 
that of parasitic classification. For one thing, power to 
withhold dividends can be used to pile up earnings in 
surplus account. This may operate to increase or depress 
the market price of either or both classes of stock at the 


Under the doctrine of the non-cumulative preferred stock cases 
It seems to be held that there is no allocation of surplus to classes; 
and accordingly, that accumulated earnings of the corporation may be 
used for any purpose legally allowed in dealing with surplus. There 
would therefore seem to be no legal objection to using all of the cumu- 
lative earnings to buy in for retirement shares of either class. Where 
(as in the case supposed in the previous note) the classes participate 
depending on the number of shares,— that is, each share of class B 
a stated proportion of the dividend declared to the class A,— 
the differences might be minor. In a case where the participation is 
by classes— that is, where class A as a class receives an additional 
dividend of one-third of the amount declared out to class B as a class. 
the diminution of outstanding shares in class B might result in leaving 
only_ a few shares of such stock, which nevertheless were entitled to 
receive the entire participation of the class. This is the arrangement, 
for instance, in the Ward Baking Corp. class A stock. It is fur- 
ther complicated in that corporation by the fact that the preference 
of the class A is non-cumulative — the two devices used together giving 
an almost complete power to the Board of Directors. » * 
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same time. In the second place, the power to purchase 
stock of either class with surplus at once makes it pos- 
sible to use the very strength acquired by accumulating 
earnings in surplus, so as to shift distribution of the re- 
maining earnings. In the third place, the control of the 
directors over the price at which stock is to be issued, 
permits them to use their power to issue stock as a means 
of determining the ultimate recipients of the earnings. 
They may, for example, heavily increase the number of 
outstanding shares of class B stock; in which case the 
earnings, derived, perhaps largely from capital contrib- 
uted by class A shareholders, will be divided with class B, 
which may have contributed little or nothing — ^indeed, 
the complex classification of stock is not infrequently used 
to disguise the fact that a non-contributing group is ob- 
taining a disproportionate share of the profits. 

Stock Dividends 

A device apparently feasible under the law, but as yet 
not used to any great extent, is that of declaring stock 
dividends in connection with parasitic stock structures. 
Stock dividends may apparently be declared when- 
ever the corporation has surplus which may be trans- 
ferred to capital account to a degree sufficient to act as 
payment for the issue of additional shares. Shares, thus 
paid up, are then distributed ratably as a dividend. There 
seems to be no limitation on the class of stock which may 
be distributed as a stock dividend. If, therefore, a cor- 
poration has authorized but unissued preferred stock of 
no par value, carrying say a 6 per cent dividend — or, 
still more, if it has “blank” stock— there is no apparent 
reason why the directors may not transfer $1 of surplus 
to capital account in respect of each share of preferred 
stock which they propose to issue, and declare out such 
stock as a dividend to the class A common or the class B 
common in the cases supposed above. This would mean 
that either of these classes would acquire, not a present 
distribution of earnings, but a preferred claim on future 
earnings. 
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A variant on the same situation is the granting of 
“rights” to one class of stock to subscribe to additional 
shares of the same class or of another class where the 
effect is to vary the distribution of earnings between 
shares. This has already occurred, especially in the 
utility field; and in at least one case it reached the 
courts.” The General Gas and Electric Corporation did 
precisely this. Here the corporation had preferred stock 
outstanding; and also 300,000 shares of class A stock and 
200,000 shares of class B. The class A stock was entitled 
to a non-cumulative dividend equal to $1.50 per year and 
the class B stock was then entitled to receive $1.50 per 
share per year; in case of further dividends class A and 
class B, share for share, were entitled to equal distribu- 
tion. The corporation offered to the class A shareholders 
continuously rights to subscribe to additional class A 
stock at $25 per share; and to facilitate this operation 
granted each class A shareholder the right to use his cash 
dividends in purchase of such additional stock. It was, of 
course, obvious that by so doing additional capital was 
being secured for the corporation. But, out of the earn- 
ings derived from the capital paid in on the class A shares 
thus sold, the first $1.50 went to the A shares, and the bal- 
ance to making more certain the dividend on the class. B 
shares up to $1.50 per class B share, after which the earn- 
ings were to be divided equally. Paradoxically, the com- 
plainant in the case referred to was the holder of class B 
shares, who apparently did not realize how vigorously the 
system was working in his favor. Observing that the class 
A stock was selling in the open market at about 50, he 
objected to the directors selling such stock at 25 on 
“rights” in which he did not participate. The court 
held that the device adopted by the corporation was 
legitimate because it insured a steady flow of capital; 
and that the directors’ judgment in adopting this means 
of raising such capital was reasonable. The directors 
were in fact holders of class B stock. Had the com- 
plainant been a little more mathematically minded, he 

'* Bodell V. General Gas & Electric Company, 132 Atlantic 442, 15 
Del. Ch. 119 (1926). 
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might have realized that the idtimate result was to pile 
up a block of capital which presumably would earn 
money ; and that the earnings on such capital would 
ultimately cause additional accruals to class B.“ 

Stock Purchase Warrants 

Stock purchase warrants are, in ultimate analysis, 
claims on earnings; and the power (referred to in the 
previous chapter), to issue these at will and for any con- 
sideration deemed desirable, is necessarily a power to 
create, from time to time, conduits through which such 
earnings may flow from existing shareholders into other 
groups of shareholders. 

Whenever the option price stated in the warrant as 
the figure for which the warrant holder can buy shares, 
is below the book or capital worth of the shares, the 
stock purchase warrant represents a potential dilution 
in capital or asset value. But since the warrant is, in 
theory at least, an option to buy stock at the price during 
the life of the option, irrespective of its asset value, the 
possibility is always contemplated that the directors may 
pile up earnings in the corporation. In that case, when 
the warrant is at length exercised and stock is issued at 
the option price, the stock will share not merely in capital 
value but in accumulated but undistributed earnings. 
Practically all corporations do endeavor to accumulate 
earnings in surplus account; it is considered conservative 
business policy; this is, indeed, one of the factors leading 
an option holder to believe that the price of the shares of 
stock will so increase, that it will ultimately become prof- 
itable to exercise the warrant. What all this really comes 
to is that by paying a certain price today for the option, 
the warrant holder obtains the power at any time to pay 
a stated contribution to the corporation and thereby 
secure a pro rata interest not merely in capital assets but 
in future accumulations of earnings. By creating option 

'* It should be noted, however, that if the earnings per share on all 
shares outstanding, of both class A and class B were greater than 
$1.50 and also greater than could be expected from the capital obtained 
from each new class A share sold, then a class B share would suffer 
dilution by the issue of class A stock “rights” to the A holders alone. 
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warrants, the directors can thus create a set of claims on 
earnings accumulated in the future. 

Whether and when a stock purchase warrant will 
ever be exercised remains a moot point. To date, the 
perpetual or long term warrants seem not to have been 
exercised to any great degree. Conceivably, when the 
corporation begins to pay dividends at a high rate, the 
fact that the warrant holders do not participate in such 
dividends may lead them to exercise their options. The 
American Telephone and Telegraph Co. convertible bonds 
issued in 1929 included what was virtually a “call” on 
American Telephone and Telegraph stock. When in 1930 
the corporation announced the distribution of “rights” 
to subscribe to new stock having a large present value 
in the open market, this (among other factors) tended 
to induce the option holders to “convert” their bonds 
and exercise their call privilege.” This might be ex- 
pected to be the case with a stock purchase warrant. 

The result of exercising stock purchase warrants can 
only be to dilute earnings. Obviously, the warrant holder 
will not exercise his option unless the warrant price is 
below the market price of the shares. In other words, it 
is likely he will not be contributing equitably to the assets 
of the corporation, at least in relation to the share of 
earnings which the stock he receives against his option 
will entitle him to receive. Again, he is most likely to 
convert it at a time when the corporation needs his cap- 
ital least — ^having enough on hand already — and instead 
of being able to employ it profitably, the added contribu- 
tion that he makes when he pays the option price may 
well be worth nothing more to the corporation than the 


“A tremendous amount of these bonds were actually “converted”; 
the market situation favored this. The stock obtainable by conversion 
was selling at a higher price than the bonds, though the two tended to 
move together. Naturally, when the stock price was higher than the 
bond price, a so-called “arbitrage” operation was possible. That is, it 
became possible to sell the stock short and buy the bonds for a higher 
price. The bonds could then be converted, thus obtaining the stock 
with which to satisfy the short commitment. This would happen when- 
ever the price of a warrant was lower than the price of the stock minus 
the option price expressed in the warrant. Speculators know this; 
and in result, the warrant price practically never falls below this 
differential. 
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interest it can secure on it through its investment in a 
call loan or a high grade bond. Whereas the existing 
capital in the business may be earning 12 or 15 per cent, 
the incoming capital derived from the exercise of war- 
rants may well be capable of earning at the moment only 
3 or 4 per cent. 

Stock purchase warrants may easily aJffect the power 
of the corporation to raise capital elsewhere. A stock- 
holder in a corporation having, let us say, three times as 
many warrants outstanding as it has shares of stock, must 
always reckon on the possibility that the warrants will 
be exercised; and that the dilution may drastically cut 
down the book value of his shares. It will, in like meas- 
ure, cut down his participation in earnings; and he has 
no reason to suppose that the earnings of the corporation 
will increa.se very much by reason of the exercise of the 
warrants and payment of the warrant price. Logically, 
the stock market should discount this possibility. To 
some extent, no doubt it does so; though it does not seem 
that this factor is adequately understood. When and as 
it is understood, certain avenues which corporations ordi- 
narily have for financing probably will be impeded, if not 
blocked altogether. A share of stock in a concern which 
has not issued warrants should sell higher than a share 
of stock in one w’hich has. It can accordingly obtain 
capital through the sale of its common stock with greater 
ease, thereby contributing considerably to its financial 
.safety. 

in the view of one of the writers, the present use of 
.stock purchase warrants ."^eeins to be unsound finance. 
The basis, if any, on which they can be soundly issued 
has not vet been worked out. The market as yet has not 
been able to grapple with the exceedingly complicated 
problem of their valuation. The ultimate fate of corpo- 
rate structures carrying a large proportion of stock pur- 
chase warrants, remains in doubt. Of course, where a 
corporation as a last re.sort is forced to issue warrants 
as fees to bankers, additional “sweetemng” to make 
bonds more attractive, or otherwise, in order to get money 
which it needs to avoid di.saster or serious trouble, the 
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financing can be supported, on the ground that it is this 
or nothing. Corporations issuing warrants to any large 
degree on any other basis, however, probably are fairly 
open to the charge that they and their business advisers 
simply do not know what the effect of such financing will 
ultimately be. 

The position of warrants as a claim on accumulated 
earnings, however, and the possibility that they achieve 
an immediate or ultimate dilution of earnings seems eco- 
nomically unquestionable.’® The real problem is whether 
the long term or perpetual warrants now popular will ever 
be exercised, or whether they will be treated by the mar- 
ket as paper gambling counters supported by the reserve 
possibility that in an emergency they can be converted 
into actual values by transmutation into the stock. 

Once issued. Directors have little reserve control over 
warrants. They do have, however, all of the control men- 
tioned above over the asset value, and over the routing 
of earnings, in respect of the shares of stock into which 
the warrants may be transmuted through exercise of the 
option. 

Control over Accounting 

The directors have another powerful weapon which 
may be combined with any or all of the foregoing. They 
have a large measure of control over the company’s in- 
come account. So long as accounting standards are not 
hardened, and the law does not impose any .specific 
canons, directors and their accountants may frame their 
figures, within limits, much as they choose. Railroads, 
banks and utilities are of course subject to stricter regula- 
tion in this regard; but industrial companies and 
holding companies are not. Where shares are classified ; 
and where, by charter provisions, the respective claims 
on earnings of the various classes are dependent on 
the existence of earnings year by year, or for any 

“ The position of warrants in the event that their terms are vio- 
lated, is, however, extraordinarily weak. See Berle: “Studies in the 
Law of Corporation Finance,” Chapter 7. Reference may again be 
made to the two articles by Messrs. R. D. Garner and A. S. Forsythe, 
4 Southern California Law Review 269, 375 (April and June, 1931). 
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specified periods of time (this is the case in the ordinary 
non-cumulative preferred stock), the directors may route 
the earnings by merely arranging that in certain years 
there shall be none, and in other years they shall be large. 
The methods of accounting by which this result can be 
achieved are various. Among the simplest are the charg- 
ing or failing to deduct depreciation; charging to capital 
expenses which properly should be charged against in- 
come account; including non-recurrent profits as income 
though their real place is in surplus; and creation of 
“hidden reserves.” 

One of the reasons why the power of the directors 
in this regard is so wide lies in the fact that accountants 
themselves have as yet failed to work out a series of 
standard rules. The reason may be that in the nature 
of things strict rules are out of the question. A residual 
rule that there must be a good faith attempt to approxi- 
mate the facts as the directors and their accountants 
believe them to be is perhaps as close as either account- 
ants or lawyers can now come. In result, however, securi- 
ties like, say, participating preferred stock, or income 
bonds, whose yield is payable only if it is earned, year 
by year, are substantially meaningless unless they set up 
provisions definitely regulating the corporation’s ac- 
counting. In fact, the more carefully drawn of such 
securities, w’here the design is really to protect the hold- 
ers, include a definition of accounting methods. 

Control through Pyramid Corporate Structures 

All the foregoing devices exist and are cumulat^ 
where the corporation has an involuted structure — that is, 
where it operates in whole or in part through one or more 
subsidiaries. In respect of each such subsidiary, the 
directors of the parent have and may exercise all the de- 
vices. Through controlled directors the parent has all 
of the powers of directors. It also has all of the powers 
of shareholders. A parent or holding corporation can, 
accordingly, perform all of the operations noted in the 
previous chapter and the present chapter, with resp^t 
to its subsidiaries and their assets and earnings. The 
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“holding company,” indeed, has a far wider latitude in 
this respect perhaps than any other corporation. This 
is one of the reasons why holding companies can always 
be looked upon with a certain amount of suspicion; and 
why the investing public has always felt somewhat help- 
less in their presence. Here the control of the parent’s 
directors over the subsidiaries’ machinery is absolute; 
even the information disclosed may be so blind as to be 
unintelligible. The possibility of inter-company trans- 
actions — that is, sale of the assets of one subsidiary to 
another subsidiary; the routing of profitable business to 
one subsidiary in preference to another; the concealment 
of losses or the creation of non-existent deficits, make pos- 
sible an almost unlimited variation in the resulting 
income account. How far this power has been used, it 
is simply impossible to say. No information regarding 
the practice of some of the principal holding companies is 
yet available.” 

Many holding companies are scrupulous not to take 
advantage of their powers. This is, for instance, the 
position of the American Telephone and Telegraph Com- 
pany; of the Penn.sylvania Company, and of a few other 
classic corporations. The newer railroad holding com- 
panies — for example, Pennroad and Alleghany — have not 
been in existence long enough to indicate whether their 
use of the power in connection with routing of income is 
fair or not. Ultimately, of course, both the investment 
market, the business community, and the good sense of 
those in control will demand conformity to a reasonable 
standard in this regard. To some degree it has been ap- 
proximated already. In some fields considerable scep- 
ticism must still prevail.’* 

” Litigation is now pending in connection with the Gillette Safety 
Razor Co., occasioned in part by the fact that this company transferred 
inventory to subsidiaries at a price yielding a paper profit, and reported 
such profits as “earnings.” The subsidiaries of course ultimately showed 
a loss. The parent company’s shares, however, had a brilliant stock 
market career for a time on the strength of the apparent earnings. 

“ Every quality of a share of stock in favor of the management 
may be intensified in power where the corporate mechanism is re- 
duplicated. In practice, this applies to shares of securities in corpo- 
rations which, in turn, hold securities of other corporations. In such 
case, the shareholder having, for example, surmounted all of the legal 
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With control over earnings, as in the case of control 
over asset values, it is impossible to determine the use 
made of the power by directors, and by or at the instance 
of the “control.” In comparison to the breadth of the 
power, the u.se of it seems to have been relatively small. 
Yet in recent months the numerous disclosures of cor- 
porate mismanagement in quarters where it was least 
suspected, suggest the probability that this power has 
been exercised to a greater extent than is apparent. Un- 
til recently, plentiful earnings made it possible to route 
ample income into interested quarters to satisfy even an 


obstacles between himself and his management, and having finally 
made his rights or privileges valid as against the property of his cor- 
poration, finds that he has merely achieved the status of a security 
holder in still another corporation, and once more must surmount all 
of the obstacles before he is able to trace his rights through to specific 
assets. Where the second corporation is dominated by the holding 
corporation, the management has thus two sets of powers over the 
corporate property, either or both of which it may use. All of the 
phenomena traced in chapter VI may thus occur in double form. 

The holding company structure and the complications growing out 
of it, sometimes known as the “involution of corporate mechanisms’* 
forms a study by itself. It is logical, however, to consider the exist- 
ence of the added power here because of the wide use of the holding 
company. For instance, out of 573 corporations, securities of which 
were listed on the New York Stock Exchange and were active in 1928, 
92 were holding companies pure and simple; 395 were holding and 
operating companies; and 86 were operating companies pure and sim- 
ple. Thus in the overwhelming majority of instances, there was at 
least a double mechanism interposed between the public investor and 
at least some of the properties represented by his securities, with a 
consequent increase of the legal powers which could be called into 
play by the persons managing the corporations. Of the pure holding 
corporations, 69 were industrial. 21 were public utilities, 2 were rail- 
roads. Of the corporations which were both operating and holding 
companies 338 were industrials ; 13 were public utilities ; 44 were railroads. 

Out of the list, of the 86 operating companies, 83 were industrial; 
3 were public utilities; none were railroads. 

The duplication of mechanism appears to have increased rapidly 
in recent years. Of the 92 holding companies mentioned above only 
15 existed in 1910. Between 1913 and 1920. 23 companies were added 
to the list, while 54 were formed between 1921 and 1928. 

Of the corporations which both operated and held, classification 
is not easy. In many cases the duplication of mechanism has, at the 
moment, little effect on the actual situation. In some cases the securi- 
ties held are purely investments. In others they are the stocks of a 
small wholly owned subsidiary set up for purely internal purposes 
and amounting in practice only to a bookkeeping division of the cor- 
poration’s assets, for tax purposes, convenience in operation, or some 
similar reason. But wherever the duplication exists there is a potential 
increase of the management power. Though not tised at any 
moment it can be called into play whenever desired. The small, wholly 
owned subsidiary, may at any time be used as a basis for business 
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avaricious “ control, ’’ and still to pay dividends or create 
apparent values sufficient to satisfy the desires of all 
stockholders. The real test of such devices commonly 
comes at the close of a period of depression. In the 
period immediately following depressions, a large part 
of earnings are withheld in the corporate treasury; all 
classes of security holders usually recognize the neces- 
sity of this. As most of the devices here discussed came 
into wide use in the period between 1925 and 1929, their 
final incidence cannot be known for some years.** 

credit, thereby inserting a class of creditors whose rights are prior 
to the rights of the stockholders of the holding corporation; and 
indeed, their securities may be handled at any time so that even the 
prior lien creditors of the holding corporation are shifted from a senior 
to a junior position with respect to actual assets. A collateral bond 
issue of a holding company, secured by all of the stocks of the sub- 
sidiary corporations is junior even to an unsecured debt in the sub- 
sidiary corporation, since the holding corporation and its creditors can 
only avail themselves of the net equity in the subsidiary after its debts 
are paid. 

As significant of the trend towards that corporate mechanism with 
the broadest powers to the management, it is interesting to note the 
steady trend towards the states having a loose incorporation law. Of 
the 92 holding corporations mentioned above 44 were organized in 
Delaware, all of them being formed since 1910. Indeed, of the 44 
holding corporations now chartered in that state, 25 were incorpo- 
rated there between the years 1925 and 1928. In the less liberal New 
York State 13 of the above holding companies were formed, 6 of them 
having been chartered between 1910 and 1920, while only 4 were formed 
since 1920. Ten of the holding companies were chartered in Maryland, 
one in 1920 and the remaining 9 between 1923 and 1928, presumably in 
large measure as a result of the looseness of the Maryland corporation 
law of 1923. New Jersey, a relatively popular state at the turn of the 
century shows only two of the holding company charters granted there 
since 1910; while Virginia shows 7 such charters. 

Combined holding and operating corporations likewise show a 
steady trend towards Delaware. Of the whole list, 148 of the 573 
corporations hold Delaware charters, most of them relatively recent; 
New York is second with 121, most of them relatively old; New Jersey 
third with 87, most of which grow out of the great merger period 
from 1898-1910. 

A number of instances exist in which corporations have deserted 
the state of their first allegiance and have exchanged their charters 
for charters in states having a looser corporation act, notably Delaware, 
—that is, to a place where a greater range of corporate mechanism 
existed. 

••As, for instance, in the Wabash case, supra, p. 191. Over a period 
of years the Wabash directors had withheld earnings, building up a 
substantial surplus. When they undertook to declare dividends on the 
common stock, the non-cumulative preferred stock became restive. 



CHAPTER IV 


Power to Alter the Original Contract Rights 
of Security Holders 

All the mechanisms set out in the previous two 
chapters — that is, powers to rearrange participation inter- 
ests represented by shares of stock and powers to route 
earnings to one or more groups within the corporation, 
are qualified by a still wider power. This is the power 
to change the underlying contract by which participa- 
tions in the assets and in the earnings have been regu- 
lated. Such a power in most instances differs from the 
powers previously examined. It must commonly be exer- 
cised by a group of shareholders, commonly a majority 
(and not infrequently a two-thirds majority) at least of 
the shares having voting power, and of the shares affected 
by the change. This means that it can not be exercised 
save through the proxy machinery. Further, a given 
“control” which may be quite sufficient to elect directors 
and thus dictate policies of business management, may 
still be unable to mobilize the necessary majority of votes 
to effect change in the contract rights of the parties, be- 
cause not infrequently statutes require the vote of classes 
of stock which had not normally voted for directors, or a 
larger vote than a majority where the object of the vote 
is to amend a charter or effect a merger. The existence 
of “control” sufficient for ordinary purposes may not 
necessarily mean “control” sufficient to change the un- 
derlying contract; though in fact the two usually go to- 
gether. 

The change of the underlying contract is commonly 
effected as a financial matter in one of two ways, eitlmr 
by amendment of the certificate of incorporation or by 
merging the corporation with another enterprise. T e 

207 
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latter term is a financial colloquialism covering any 
method by which the assets of two corporations are sub- 
jected to the same management. 

Amendment of the Corporate Charter 

A corporate charter determines, primarily, three 
subjects: 

(a) The scope of the enterprise. 

(b) The method of selecting a management — voting 
rights. 

(c) The relative positions and rights of the partici- 
pants. 

There is a fundamental distinction between the first 
two and the third. The possible activities of the corpora- 
tion, and the means by which its responsible directors are 
chosen, relate to the carrying on of operations. The last 
relates to the division of the property rights between the 
participants — a matter which may be closely tied in with 
operating policies (as where a continuous flow of new 
capital is required to keep the business healthy — a 
familiar situation in the public utility field) or it may be 
quite apart from any necessity of management, save as 
one group de.sires to gain an advantage at the expense of 
another group, all within the same corporation. This dis- 
tinction the law has never fully grasped, though, as will 
appear, there is a vague tendency to treat changes in 
operations differently from changes in participations. 

The Authority to Change the Contract 

An initial technical problem has to be cleared up. 
There are three di.stinct methods by whicli charters can 
be changed: (1) By direct legislation; (2) by a vote or 
decision of the corporation authorized by legislation en- 
acted after the corporation was formed ; and (3) by a vote 
or decision of the corporation permitted by the corpo- 
ration law and charter from inception. Were it not for 
a point of constitutional law, the three methods would 
fall, for practical purposes, into the same class — as, 
indeed, they now do for practical purposes in many State.s. 
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A charter was originally conceived as a contract 
between the State and the corporation * and once made, 
the State could not constitutionally “impair the obliga- 
tion” of such a contract,* even though the State was a 
party to it; unless the contract definitely reserved to the 
State the power to change, amend or repeal the charter, 
the fictitious creature was beyond control. The answer 
was an express reservation of the right to “alter, amend 
or repeal,” legislated into substantially every charter 
since the Dartmouth College case. 

Prime facie, this reserve power left the State a free 
hand. But it presently became plain that a corporate 
charter was a more complex document than this simple 
expedient envisaged. The State granted privileges to 
the corporation ; and it also had interests of its own to 
protect. These were the interests safeguarded by the 
“alteration, amendment and repeal” clause. Those pro- 
visions of the charter splitting the dividends between 
shareholders, whereby one group got a fixed, preferred 
dividend, and another got an unlimited junior dividend 
were obviously matters of private agreement in which 
the State had little, if any, interest. This led the United 
States Supreme Court to decide 

"A contract between individuals or between a corporation and 
individuals is not subjected to the action of the legislature by the 
mere fact that it is embraced in a charter or an amendment to a 
charter, or results from a dealing had with reference to such an enact- 
ment, The state has power to revoke its own contracts where it 
has in making them reserved such right. But it has no power to 
impair the lawful contracts of its citizens, or even of corporations 
created by it. When such contracts relate to the rights of individuals 
and not to the powers of the corporation, any attempt to reserve 
such a power would be ineffectual. And a constitution is no 

more effectual for such purpose than a statute. 

It did leave the state free to take back or change any 
peculiar concessions it might have granted,* or to revoke 


■ Ballantine : “Private Corporations" (1927) 
porations," Vol. 11. Sec. 492 (5th Ed.) Dartmouth College case. 4 

Wheat. (U. S.) 518. , ^ 

*U. S. Constitution, Art, ^ ;P- . ,, ^tt c\ 470 404 

•Miller V. State of Netv (JP^) ^ Wall. (U. ^ ^ 

See also Holyoke Co. v. Lyman, (18^) 15 W^l- ^ hew York 

St. Joe Mining Co., 32 Utah 497; Zabnskte v. Hackensack Sr New Yo 

^ e^g.Jl i^lfMd rfglit-!of-way: Greenwood v. Union Freight Co.. 

(1881) 105 U. S. 13. 
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an exemption from taxes, but beyond that the problem of 
change or amendment rested in the hands of the corpo- 
rate group itself, a result which, had it stopped there, 
would have been fair enough. Factually, a change in a 
corporate charter through direct legislation is extremely 
rare. The only area in which such tendencies are occa- 
sionally found in the usual business corporation has to do 
with methods of selecting a management — the State, for 
reasons for police policy finding it necessary to protect 
against certain practices. One such experiment was the 
Michigan Statute prescribing that all corporations must 
allow “cumulative” voting, to ensure representation of 
minorities. The legislation was upheld.' Conceivably 
(perhaps, even, probably) States may some day take an 
enlarged view of their police power in handling corpora- 
tions — perhaps in protecting security holders — and in 
that case the direct legislative amendment will once more 
become a vivid issue in corporation law. At present, it is 
of historic importance only. 

A second power to change proved more subtle. This 
consisted in legislation, passed after the corporation was 
in existence, conferring power on a group in the corpora- 
tion (frequently a majority of the .shareholders) to amend 
the corporation by their vote if they so desired. In cold 
logic there was not a great difference between this kind 
of a law and a law which directly and brutally changed 
the charter. If, for example, the charter provided for 
preferred stock, and left the matter so that no preference 
could be changed without unanimous consent of that class 
of shares, there is no large distance between an act of 
the legislature changing the preference by fiat, and an act 
giving a majority of the stockholders the privilege of 
changing the preference by amendment. In the one ca.se 
the State introduces the new situation itself. In the other, 
the State concedes fhe right to a private group to create 
a new situation. The latter is, indeed, more violent than 
the former, since the private group will be actuated by 

'Looker v. Maynard, (1900) 179 U. S. 46. 
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personal motives, whereas the State (theoretically) would 
be governed by considerations of public welfare. Though 
the State is commonly held not to have power to change 
participation rights,® certain recent decisions uphold the 
constitutionality of legislation granting the privilege of 
changing the charter to a group within the corporation 
which previously did not have such power, and (very pos- 
sibly) were .specifically intended not to have it.’ Both the 
cited cases proceeded on some vague theory that the 
State’s interest in fostering business allowed the grant of 
rights to an intra-corporate group to change the agree- 
ment as against their associates, which the State itself 
probably did not have. 

Whether this logic was wrong or not, the result was 
probably justified as a matter of economics. Early char- 
ters were incautiously drawn; unanimous votes were 
needed even for elementary changes; the experience with 
such votes was that they damaged shareholders through 
paralysis of the corporation quite as often as they pro- 
tected against intra-corporate raids by one group on the 
rights of another. Both in finance and economies the ideal 
result would be to have the power in existence, and to use 
it providently for the best interests of all concerned; and 
accordingly, powers were presently legislated into sub- 
stantially all incorporation acts permitting amendment of 
the charter by specified majorities of the shareholders. 

The third method of change involves amendment pur- 
suant to some method set up and embodied in the charter 
— that is, by a mechanism which was accepted when the 
charter was drawn. This presented no constitutional diffi- 
culty; it could be considered as a part of the charter- 
contract, rather than an impairment of it. The main prob- 
lem then was whether, with the existence of authority to 
change recognized, there were any limitations on the use 
of this power. 


York (1872) 15 Wall. (U. S.) 478. Zabriskie 

lacKensacir cr ir. / . R. R. Co. (1867) 18 N. J. Eq. • ru \. 

r. LouisvaU Gas & Elec. Co. (1928) 142 Atl. 654 (Del. Ch ). 
Somerville v. St. Louis Mining Sr Mtlhng Co. (1912) 46 Mont 268. 


* Miller t*. State of Nett 
V, Hackensack & N. Y 
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The Legality of Changes in Contract Rights 

The power to change the corporate contract, once 
established, has been pushed to extreme lengths. So much 
so, indeed, that to an experienced investor the charter 
provisions carry only a small degree of weight, particu- 
larly where there is a mobilized, smooth-working control. 
Some of the major possibilities in the situation may be 
indicated here. 

Changes in the Scope of the Enterprise 

Save in one early ca.se, where a single dissenter was 
allowed to block an amendment permitting a railroad to 
extend its originally stated railway line to a more distant 
point,® the Courts have almost from the first permitted 
amendments enlarging or changing the objects of the 
business, or the kind of operations * — a situation almo.st 
forced by the exigencies of a rapidly developing country, 
a revolution in industrial technique, and a virtual impos- 
sibility of predicting the shifts and turns in any business 
unit. One may question, however, whether this doctrine 
would extend to a .situation where the shareholders quite 
specifically bargained for a .share in an enterprise of 
limited scope, — bargained, for instance, for a true ‘ ‘ invest- 
ment trust” — and found the “control” amending the 
corporate charter so as to permit the corporation to 
become a holding company. But that case seems, as yet, 
not to have arisen. 

Changes in the Contribution Exacted from Shareholders 

There is an even split of authority as to whether or 
not a majorit>’ may amend the charter so as to make 
shares, sold as full-paid and non-assessable, subject to fur- 
ther assessment. This, perhaps the most drastic of 
amendments, shocks the commercial world most, and it is 
rarely re.sorted to. A Utah court held that the thing could 
not be done, and enjoined the amendment as an impair- 

•Zabriskie v. Hackensack & N. Y. R. R. Co. (1867) 18 N. J. Eq. 178. 

’ Durfee v. Old Colony & Fall River R. R. Co. (1862) 5 Alien (Mass.) 
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ment of the obligation of contract,” laying hold of the 
circumstance that the legislature had not authorized this 
amendment to be passed until after the corporation was 
organized. Under exactly the same facts, however, a Mon- 
tana Court decided that the amendment was valid,'' 
remarking that 

“the reserved power may be exercised, not only to alter the contract 
as it exists between the State and the Corporate entity, but as well to 
alter the contract existing between the corporation and its stockholders, 
and the stockholders inter sese!*"^ 

— completely overlooking the fact that it is one thing 
for the State to undertake alterations, and quite another 
for the State to endow private groups with that power — 
as had here been done. The dispute rests there; eastern 
States have not yet attempted anything quite so drastic. 


Changes in Relative Position or Risk as between 
Participants 

By a gentle series of gradations, the Courts have 
established the proposition that an amendment changing 
the relative position of the shareholder’s stock in the capi- 
tal structure is valid. So, an amendment was upheld cre- 
ating an issue of preferred stock to be superimposed on 
the complainant’s common stock,'* though that Court had 
to distinguish an old New York case '* involving some- 
what similar facts, where the amendment was thrown out. 
There is, manifestly, a change in the relative hazards since 
a junior equity stock has more chance of both profit and 
loss than shares in a corporation having but one class of 
securities. A prior preferred stock can be superimposed 
upon a class of preferred stock which theretofore had the 
senior claim **; and an amendment retiring part of the 


-Carry t-. .91. Joe Mining Co.. (IW) 32 Utah 497. See also Enter- 
prise Ditch Co. V. Moffitt. (1899) 58 Neb. 642. 

"Somenille v. St. Louis Mining & Milling Co. (1912) 46 Mont. 

268. 

Z^^’u^rTutfco r. O’Brien C^X 45 Utah 218 . Hindc- 

ley V. Sckwarsschild Sulsberger Co., Inc. v no 

"Kent V. Quicksilver Mining Co. C879)^ N- ^ 159. 

" Pronick V. Spirits Districting Co. Si J- 9- 
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preferred stock which was thereupon to be replaced by a 
huge bond issue was held valid.^* In this class of case, 
of course, there is no direct change of right. The share- 
holder has what he always had. But it is subject to a new 
set of hazards. 

A more nearly direct shift of right is reached in the 
type of amendment which changes par value stock into 
non-par shares. Such amendments are allowed ” though 
the change eliminates one of the safeguards the sharehold- 
ers had prior to the change, viz., the right to a fixed 
minimum contribution equal to par, from each new .share- 
holder. Put differently, the change breaks down one pro- 
tection against dilution, though no present cut in his 
participation rights may have taken place. 

These cases have been assumed by the law to be 
authority for a more drastic kind of amendment — an 
amendment reducing the capital despite the fact that pre- 
ferred shares are outstanding. Obviously such a reduc- 
tion vastly increases the risk borne by such shares. 
Assume an investment company which is capitalized at 
$5,000,000 par value preferred and $5,000,000 represented 
by non-par common. An amendment reducing the capital 
from $10,000,000 to $6,000,000, but leaving the preferred 
in its original status, has in fact reduced the safeguard for 
both its dividend and its ultimate liquidation, since the 
surplus created can be distributed to the common hold- 
ers, thereby decreasing the equity junior to the preferred 
issue. It is by no means clear that the authority cited 
justifies the conclusion. 

Changes in Participation Rights 

It is only a short step from an amendment in the char- 
ter changing the relative position of a share in the capital 
structure, to an absolute change in participation. Such, 
for instance, as the reduction in the right of a preferred 
stockholder to receive dividends from seven per cent to 
six per cent. Such a change nevertheless tends to shock 
the financial community because the incidence is more 

* Berger v. U. S. Steel Co. (1902). 63 N. J. Eq. 809. 

^’'Randle v, Winona Coal Co. (1921) 206 Ala. 254. 
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nearly obvious. Accordingly, Courts seem to have some 
difficulty in reaching the conclusion that the amendments 
should be permitted though in the great majority of cases 
the amendments are ultimately allowed to stand. The dif- 
ference is less a matter of law than a matter of psychology 
on the part of Judges. Where it is desired, for example, 
to create a new issue of preferred stock ahead of an exist- 
ing issue of common stock (the case in Salt Lake Auto. 
Co. V. Keith O’Brien Co., supra), the Courts are inclined 
to take the view that if the directors and their sharehold- 
ers in their discretion believe this is a good way to raise 
capital, the problem ends there. Where, however, the 
amendment operates as a reduction of the participation 
of one group in favor of another, some kind of a case has 
to be made showing the necessity for the change. This is 
formal rather than real since almost any group of cor- 
porate managers can make a case for necessity if they so 
desire. They can either indicate plans which they have 
or rely on business conditions in the industry which they 
are better able to estimate than a dissenting stockholder; 
or, if absolutely necessary, they can create a business situ- 
ation from which there is no exit save by the proposed 
change in the rights of the shareholders. 

In the common stock field, the leading case relates 
to a charter which provided for Class A and Class B Com- 
mon Stock. The Class A Common was redeemable at 
$32.50 per share ; was entitled to be paid $25.00 on liqui- 
dation in preference to Class B; and was entitled to 
receive a preferred dividend (non-cumulative) at the rate 
of $1.50 per share. After this dividend. Class B was en- 
titled to receive dividends at the rate of $1.50 per share ; 
and thereafter the directors were permitted to declare 
dividends at the rate of not more than 50 cents per share 
per annum to the holders of both Classes. If excess in- 
come was distributed thereafter, it must be distributed 
so that the holders of Class B shares should receive four 
times the dividend declared on the Class A. 

The Standard Gas & Electric Company owned the 
great majority of the Class B shares which carried the 
sole voting rights. They proposed an amendment to the 
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effect that, whenever Class A and Class B stock had each 
received dividends of $1.50 per share, all dividends should 
be declared share and share alike between the two Classes; 
and likewise the permission to redeem Class A stock at 
$32.50 per share was eliminated. Obviously, this cut down 
the participation of Class B stock. A dissenting holder of 
Class B filed a bill to restrain the passing of the amend- 
ment. The Court allowed the amendment, first pointing 
out that the Delaware Corporation Law permitted cor- 
porations to adopt amendments of the kind proposed; 
and second, that the terms were not unfair and inequitable 
because the corporate management insisted it was for 
the best interests of the corporation, permitting additional 
capital to be obtained by sale of its Class A stock; and 
because the overwhelming majority of the Class B shares 
(that is to say, the Standard Gas & Electric Company) 
were prepared to accept. The Court said accordingly that 
unless it could be shown that the Directors were not “act- 
ing in good faith,” the amendment should be sustained.*® 

This is an extreme use of the power. It is to be 
noticed that the interests of the corporation are here 
placed above the interests of the participants. The enter- 
prise might be benefited by this transaction, but no show- 
ing was made that the Class B would share the benefit, 
except as the consent of the bulk of Class B might tend 
to indicate that fact. Since it by no means follows that 
the interests of the holding company might not be better 
served in some other direction even though their Class B 
interest was cut down, the factual analysis by the court 
is obviously incomplete. In other words by ignoring the 
factor of “control” the court left out an essential element 
of the situation. The result is a decision which goes to 
extreme lengths in permitting an alteration of participa- 
tions which quite frankly resulted in taking rights from 
one group and giving them to another, the only excuse 
being that the company might find use for additional 
capital. 

* Davis V. Louisville Gas & Electric Co. (Del. Ch. 1928) 142 Atl. 654. 
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It appears that financially the transaction ultimately 
worked out to the advantage of both classes of sharehold- 
ers, though it is difficult to tell whether the amendment 
had anything to do with the result. 

Alterations in preferences are more common ; though 
it is to be noticed that here most courts demand a far 
higher showing of necessity than was required appar- 
ently in the Davis case. In one case, the dividend rate 
on first preferred stock was cut from 7% to 6%; and 
on the second preferred stock was cut by amendment 
from 6% to 2%. The amendment was enjoined by a New 
Jersey court; New Jersey courts being on the whole strict 
in such matters." Nevertheless, even in that jurisdiction, 
an amendment cutting down a preferential dividend rate 
was allowed where the corporation was in difficulties; 
and the rearrangement was in order to permit the issue 
of additional stock which might help the company avoid 
a threatened insolvency." The Federal Court reached the 
same result under substantially similar circumstances.*^ 
Under this doctrine it would seem that almost any 
preference may be cut down. Obviously the right to a 
fixed preferential dividend is crucial; if this paramount 
contractual right can be altered without the consent of its 
holder, there is little ground for protecting lesser rights 
against change. Having gone as far as this, few further 
steps remain in the breakdown of the seemingly fixed 
contractual rights of stockholders. 

There are two instances in which courts tend to 
draw the line. One is where a preferred stock carries 
a cumulative dividend; arrears of dividends have piled 
up and it is sought by amendment to wipe out these 
accumulated arrearages ; the other, where a sinking fund 
is provided. In such cases, courts generally insist on a 

^ Pronick v. Spirits Distributing Co. (1899) 58 N. J. Eq. 97. 

* IVindhurst t'. Central Leather Company (1930) 105 N. J. Eq. 621. 

** Yoakum v. Providence Biltmore Hotel Co. (1927) 34 Fed. (2d) 
533 (D. C. R. I.). . . . ^ , 

For a review of the various authorities see Kades “Constitutional 
and Equitable Limitations on the Power of the Majority to Amend 
Charters so as to Affect Shareholders’ Interests in the Corporation” — 
76 Univ. of Pennsylvania Law Review 256 (December, 1928). 
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very strong state of facts before they will allow the 
amendment. New Jersey did allow one such amendment 
in Windhurst v. Central Leather Company, {supra) 
where there was a threatened insolvency. But even the 
loose Delaware Courts declined to sustain an amendment 
wiping out such arrearages; ** and the Federal Courts had 
reached the same result in the Providence Biltmore Hotel 
Co. case. The New Jersey Courts normally decline to 
sanction such an amendment.*’ 

The importance of the power to amend the corporate 
charter, which is prima facie unlimited, and only du- 
biously restrained by courts, (save in New Jersey and a 
bare minority of States following its lead) can hardly 
be overestimated in Corporation Finance. However op- 
pressive an amendment may be, in nine cases out of 
ten a dissenting shareholder cannot afford the expense of 
starting a lawsuit. Scattered shareholders do not easily 
organize for mutual protection. Were they to do so the 
outcome of litigation would always be uncertain. The 
shareholder who does object is likely to be a professional 
“striker”; and if he wins a preliminary injunction, the 
next step is commonly for the corporation to pay to him 
or to his attorneys the blackmail demanded, whereupon 
the injunction is dissolved and the amendment goes 
through as scheduled. Most changes in contract positions 
proposed by amendments go through; and the manage- 
ment and control in practice rely on the possibility of 
using this power as a last resort where their corporation 
did not at the outset provide itself with a sufficient num- 
ber of the mechanisms described in the previous two 
chapters; or where new mechanisms have been devised; 
or whether the original bargain no longer serves the 
present convenience or purposes of the “control.” If 
put to their trumps a management can usually make a 
showing of “business exigency”; and if it is far-seeing 
it can set the stage to indicate such business exigency 

** Morris v. American Public Utilities Co. (1923) 14 Del. Ch. 136. 122 
A. 696. 

^Lonsdale v. International Mercantile Marine Co. (1927) 101 N. J. 
Eq. 554. 
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long in advance. A shareholder who objects must sustain 
the burden of proof of unfairness, in which case he is com- 
monly at a hopeless disadvantage in coping with the 
“control” which has both the funds and the information 
of the corporation at its free disposal. As a result, the 
power of amendment of the corporate charter, though 
somewhat more difficult of use than the mechanisms pre- 
viously described, remains the residual expedient of the 
“control” — an expedient often used with telling effect. 



CHAPTER V 


The Legal Position of Management ^ 

“Management” may be defined as that body of men 
who, in law, have formally assumed the duties of exercis- 
ing domination over the corporate business and assets. 
It thus derives its position from a legal title of some sort. 
Universally, under the American system of law, managers 
consist of a board of directors and the senior officers of 
the corporation. The board of directors commonly se- 
cures its legal title to office through election by the stock- 
holders or those of them who, under the corporate charter, 
are accorded a vote. This is not universal. In some 
States provision can legally be made for election of direc- 
tors by bondholders and by employees.* But such per- 
mission is not usually availed of. Corporations having 
directors elected either by the employees or by bondhold- 
ers, though by no means unknown, are rare indeed. 

The law holds the management to certain standards 
of conduct. This is the legal link between ownership 
and management. As separation of ownership from man- 
agement becomes factually greater, or is more thoroughly 
accomplished by legal devices, it becomes increasingly 
the only reason why expectations that corporate securities 

‘The law of management has been elaborately explored by text- 
writers almost from the beginning of corporate history. See Morawetz: 
“Corporations,” especially Section 519; H. H. Spellman: “A Treatise 
on the Principles of Law Governing Corporate Directors,” (New York, 
1931) which is the latest collection of substantially all of the decisions 
on the point and which is a good and authoritative statement of the 
liability. See also Cook on Corporations, Sections 643-666; 14A Corpus 
Juris, Pages> 49-243 and especially Sections 1887-1893. This chapter is 
merely a concise summary of the rules as they bear on the problems 
envisaged in this book. 

* See for instance General Corporation Law of Delaware, Section 
29 (Paragraph 2) — Certificate of Incorporation may confer on holders 
of bonds or debentures whether or not secured, the power to vote in 
the same manner as the stockholders. 
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are worth having, can be enforced by the shareholders. 
If the situation ever arises that a management is, in fact, 
not chosen by its security holders, and has no duties 
towards the security holders recognized at law or enforce- 
able through legal means, then the security holder has 
a piece of paper representing a capital contribution, 
which is valuable only as the good nature or the good 
faith or the economic advantage of the men actually in 
charge of the corporate affairs lead them to make it so. 
We thus are led to conclude the strength of law in this 
regard is the only enforcible safeguard which a security 
owner really has. 

The law governing the duties of a management 
towards security owners is perhaps the only section of 
corporate jurisprudence which has not undergone a sus- 
tained weakening process. To some extent, as will 
appear, it has been cut into by statutes and charter pro- 
visions of one or another kind. But, in the main, the 
rules of conduct applicable to managements were devel- 
oped out of the common law and not out of statute; which 
may perhaps account for their development along lines 
which seem, to the detached observer, more healthy than 
those of the statutes. Humanly speaking, the common 
law, though often laggard, is both flexible and realistic; 
in the last analysis judges when presented with situations 
which seem to demand a remedy, will, if untrammeled 
by statute, usually attempt to find a solution. 

The three main rules of conduct which the law has 
developed are: (1) a decent amount of attention to busi- 
ness; (2) fidelity to the interests of the corporation; (3) 
at least reasonable business prudence. 

In applying these rules a distinction must be taken 
which invariably irritates the layman and is today, for 
the first time, giving some pause for thought for lawyers. 
This is the ancient metaphysical squabble between loyalty 
to the “corporation” and loyalty to the stockholders 
or security holders, as the case may be. The law sums 
up the three rules above mentioned by saying that the 
management stands in a “fiduciary” capacity towards 
the corporation. Since the corporation is a distinct legal 
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identity, separate and apart from stockholders, it may 
become necessary to determine whether a director can 
be honest and faithful with regard to the whole corpora- 
tion at the same time that he is taking a hostile position 
towards an individual shareholder. And on this a dis- 
pute is at present going forward in the law which has, 
as yet, reached no solution.® The general lines of it may 
be indicated here. 

A director, let us say, owns property, and without dis- 
closing that he owns it, induces the corporation to buy 
it at an unfair price. The corporation is thereby injured; 
it has paid for property more than it is worth and has 
done so owing to the influence of one of the very men 
who is supposed to forward its interests. Legally, the 
law condemns the action of this director and permits 
the corporation either to set aside the transaction making 
him give back the price he received and returning him 
his property ; or to make him pay the damage which his 
corporation suffered.® It is plain that there has been 

•It is a theory of A.A.B., Jr., that the dispute probably could be 
solved by a closer analysis of the relief asked. 

Where a director violates his duties towards the corporation, say 
by causing the corporation to enter a transaction in which the director 
is personally interested, a wrong is done to the corporation — it has 
paid for property or services more than they are worth. This damages 
the shareholders by reducing the corporate assets or earnings. When 
the Courts say that relief can only be had on behalf of the corporation, 
what is really meant is that relief for all of the individuals who have 
suffered loss can best be worked out by giving damages to the corpo- 
ration. This repletes the corporate funds which automatically accrue 
to the shareholders. In this view the refusal of the law to consider 
the complaint of an individual shareholder ought to be taken not as a 
denial of his right to relief, but as a device of procedure to insure that 
the relief reaches all stockholders ratably. 

Some cases raise situations where the directors have harmed the 
corporation, though there is no apparent loss to the corporation itself. 
The ill-fated Bank of United States did this when it organized an 
affiliate corporation whose stock was sold to the Bank of United States 
shareholders, the directors and officers of the Bank of United States 
retaining for themselves a large block of the affiliates' stock for which 
they paid little or nothing. The affiliate was designed to exploit oppor- 
tunities open to the Bank. Since these opportunities did not appear as 
balance sheet items it was not easy to point out any definite damage 
to the Bank. Obviously, however, the Bank had not made profits which 
otherwise it might have made. This is one of the many phases of liti- 
gation still overhanging the liquidation of the Bank of United States 
in New York. 

* Aberdeen Railway Co. v. Blaikie Brothers (House of Lords 1854) 

1 Macqueen’s App. Cas. 461. The rules of law have developed from 
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a damage to the corporation as such; its treasury is im- 
poverished by the over-price paid. 

Let us suppose the same director, however, owning 
a block of shares of stock in the corporation. He knows 
that the corporation has just run into an unexpected 
stroke of good fortune — perhaps has struck an oil well 
on its land, many times increasing the present value of 
its assets. He finds another shareholder who does not 
know the good news and buys his stock from him. Pres- 
ently the information comes out; the stock rises in value 
to accord with the changed situation, and the director 
has a handsome profit on the operation. Here the cor- 
poration, as such, has not suffered a single item of loss. 
Nothing that the director did has changed its position 
in the slightest; a set of shares have changed hands, but 
its own balance sheet is not changed. Its assets are just 
as great. The director has made his profit, not at the 
expense of the corporation, but at the expense of one of 


various bases but they reach about the same result. One group of 
cases holds that where a director is interested the transaction is void- 
able without regard to fairness: this is the federal rule — IVardell v. 
Railroad Co. (1880) 103 U. S. 651; Cleveland-Cliffs Iron Co. v. Arche 
Iron Co., 261 Federal 15. To the same effect is Robotham v. Prudential 
Insurance Co. (1903) 64 N. J. Eq. 673; New York, Jacobson v. Brooklyn 
Lumber Co. (1906) 184 N. Y. 152; California, San Diego Railway Co. v. 
Pacific Beach Co. (1896) 112 Cal. 53. Other cases hold that the transac- 
tion will be upset if in fact unfair to the corporation — which mrans 
that the Court will substitute its judgment for that of ‘he Bc«rd of 
Directors; Smith v. Wells Manufacturing Co., 148 Indiana 333 (1807); 
General Investment Co. v. Bethlehem Steel Corporation, 87 N. J. Eq. 2M. 
The final rule in New York seems at length to have crystallized on the 
theory that if the transaction is unjust it will be upset; olhe^ise not. 
See Globe Woolen Co. v. Utica Gas & Electric Co., 224 N. Y. 483 (1918). 
Judge Cardozo writing for the Court observed, “A trustee niay not 
cling to contracts thus won unless their terms are fair and just. 1 his 
case is interesting from another point of view since a dominant st^k- 
holder was involved and the question of “control” thus came up. 1 he 
Court’s remark “a dominating influence may be exerted m other ways 
than by a vote” is illuminating. j j i # 

The question of interlocking directors has given a good deal ot 
difficulty. Here, of course, a director owes a double lo^lty. It t^ 
two corporations contract (this was the situaUon m the G/o6r Woolen 
Co. V. Utica Gas & Electric Co. case and the Cleveland-Chffs Iron Co. v. 
Arctic Iron Co. case, above) the general rule is that the eventual con- 
tract may be voidable only if in fact it is unfair. An interesting note 
on thb point is found in tanfield and Wormser’s ‘ Cases on Prr^ 
Cornorations ” pages 464, 465. The only conclusion that can be drawn 
is th^t in fact, courts try to evaluate the situation, upsetting the 
action if it is obviously unfair and allowing it to stand where it is fair. 
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the stockholders. As in the previous case, he has done 
this by taking advantage of his position as one of the 
managers of the corporation; in the former case as direc- 
tor he induced the corporation to purchase, in the latter 
case he used for his own benefit information which came 
to him strictly as a member of its board of directors. Yet 
in the second case a majority of decisions proceed on the 
theory that the director is a fiduciary for the corporation 
only; that he has no fiduciary obligations towards the 
stockholder; that he deals with the stockholder at arm’s 
length as he would any outsider; and that he is entitled 
to keep his profit.® In other words, the director repre- 
sents only an aggregate of the interests pooled under the 

^Carpenter v. Danforth, 52 Barbour (N. Y.) 581; Board of Commis- 
sioners V. Reynolds (1873) 44 Indiana 509; Strong v. Repide, 213 U. S. 419 
(1908), but in this case it was held that there were special circumstances 
which entitled the stockholders to relief since they had virtually ap- 
pointed the offending director their individual agent. Contra: See 
Oliver v. Oliver, 118 Georgia 362 (1903) squarely holding that in pur- 
chase and sale of stock a director was liable to a stockholder where 
he had failed to communicate important information to that stock- 
holder. 

There is real confusion of thought here. The instinct of the 
Courts against permitting a stockholder to sue a director for the stock- 
holder’s individual loss was probably due to a fear of many actions 
and to the idea that relief should be worked out through the corpora- 
tion. Thus where the New York Central Railroad Co. controlled the 
Board of Directors of the New York & Northern Railroad Co. and 
wrecked the latter (See Farmers* Loan & Trust Co. v. New York & 
Northern Railway Co., 150 N. Y. 410 — 1896) by routing traffic over the 
New York Central line, and, despite an opinion unfavorable to its 
conduct, succeeded in getting control of the road by foreclosing second 
mortgage bonds which had been purchased for the purpose, a share- 
holder sued to recoup his personal losses. The Courts declined to permit 
him to recover insisting that the relief must be worked out through the 
corporation, Niles v. New York Central Railroad Co., 176 N. Y. 119 
(1903), the Court saying “True, that plaintiff has suffered a depreciation 
in the value of his stock as a result of the wrong, and in this respect 
the injury was personal to the holders of the stock. But every stock- 
holder has suffered from the same wrong, and, if the plaintiff can main- 
tain an action for the recovery of the damages sustained by him, every 
stockholder must be accorded the same right. The injury, however, 
resulting from the wrong was, as we have seen, to the corporation.” 

On the other hand, there are a whole set of injuries which may 
be done to the shareholder without reference to the corporation, for 
which the corporation has no cause of action and needs no remedy. 
Falsifying accounts so that the shareholder is led to pay a higher price 
than the stock is worth for instance; See Ottinger v. Bennett, 144 N. Y. 
App. Div. 525, affirmed 203 N. Y. 554 (1911); Walsham v. Stainton, 1 De 
Gcx J. & S. 678 (1863), though that was a close corporation. 

But the majority view in the cases holds that a director, while liable 
for fraud like any other individual, is not under any enhanced duties 
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corporate machinery; he has no duties to any of the 
participants. 

To laymen this distinction is neither particularly 
plain nor particularly healthy.® That director was chosen 
presumably to represent the interests of everybody; and 
to forward and protect them. It is of no interest to the 
shareholder that the director may be the ablest of indi- 
viduals in managing the corporate business, if the use 
he makes of his ability is to deprive the stockholder in- 
dividually of the fruits of his management. A minority of 
courts in the United States adopt the view that the direc- 
tor may not use his position to advantage himself against 
the interests of any of his shareholders; if he proposes 
to deal with them he must disclose what he knows, so 
that the stockholder is at least as able to deal intelligently 
as is the director himself.^ The theory is that the in- 
formation on which the director is acting is not the pri- 
vate property of the director, but is given to him for the 


to the shareholders of his own company; see Connolly v. Shannon, 105 
N. J. Eq. 155 (1929). 

The result as against the individual shareholder is that the director 
has no duties which are not imposed on any other individual. If he 
harms the corporation presumably the corporation can recover; and the 
corporation can be made to recover by a minority stockholder. 

* It would seem that the Director, along with his power, acquired 
a good deal of information, which might be extremely valuable on 
occasion. This information he acquires only in his capacity as a man- 
ager of the corporation. Ethically it would seem plain that the infor- 
mation and any advantage from it belonged to the shareholders rather 
than to the director personally. j • l 

Some corporations rigidly decline to permit anyone connected with 
the institution to speculate in stock of the corporation, so that this 
information may not be unconscionably availed of. Others go to the 
opposite extreme, having lists of individuajs to whom important infor- 
mation is relayed in sufficient time to permit action. 

Mr. Newton D. Baker is said to have declared at one time that a 
director ought not to be allowed to have stock holdings in a cj^pora- 
tion he directs; the temptations were too great. The real difficulty 
probably lies with a lack of adequate system of payment to the corpo- 
rate directors. The director’s fee does not remotely compensate for 
successful and faithful management. Not unnaturally directors feel 
they are entitled to reap some profit. If capitalizing on information 
is the simplest mode afforded it is beyond human nature to expect 
that it will not be used. The ultimate solution would seem to be an 
honest and fully disclosed profit sharing scheme of some kind, such as 
that recently adopted by the Standard Oil Company of New Jersey. 

'Oliver V. Oliver, 118 Georgia 362; see for a discussion of the con- 
flicting rules 14A Corpus Juris, page 128 (I^); Fletchers Encyclo- 
paedia of Corporations, Volume 4, Section 2464. 
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benefit of everyone; in a word, that the director is a 
fiduciary for all of the individuals concerned as well as 
for the mythical corporate entity as a whole. With this 
latter view the writers agree; but it is not generally ac- 
cepted. A compromise view, held by the Federal and 
some other courts, is to the effect that where the circum- 
stances are peculiar, and special facts make it inequitable 
for the director to act at the expense of the stockholder, 
he may be held liable; and this view seems likely in the 
end to supersede the older law on the subject.® Yet at 
present, any fair statement of the law would have to be 
based on the theory that the fiduciary duties of the direc- 
tor were limited to the corporation; and that if, by reason 
of his position, he can without deception but equally with- 
out disclosure take advantage of a shareholder without 
depleting the corporate assets, he may do so. 

Business men are not so clear about this distinction. 
It is probably generally true that managements do take 
advantage of the shareholders individually, particularly 
along the lines of purchase and sale of stock dictated by 
their fiduciary knowledge of the corporation’s affairs.® 

There is no great disagreement about the ethics of 
the transaction. Managements engaged in this kind of 
business do not enjoy having it divulged. And when 
business men dislike to have their methods disclosed, even 
after the fact, it is usually sound to conclude that their 
ethical judgment is against it. 


* Strong v. Repide, 213 U. S. 419 (1908); Stewart v. Harris, 69 Kan- 
sas 498. 

• One of the writers attended a conference at which the President 
of a corporation was working out plans for the redemption of the pre- 
ferred stock of the corporation then selling at about $^. The redemp- 
tion price was $110. The writer asked whether this should not be 
submitted at once to the Board of Directors. The President observed 
that he did not feel himself at liberty to do so until he could make 
public announcement of the redemption plans simultaneously with the 
Directors’ meeting. Otherwise he feared certain of his Directors would 
go into the market and purchase all of the stock possible at a low price 
for the purpose of taking advantage of the higher redemption price. 
This perhaps accounts for Judge Gary’s famous policy with the United 
States Steel Directors of insisting that notice of dividends should 
be sent out over the stock ticker before the meeting at which the 
dividend had been announced was adjourned. 
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As yet this ethical feeling has not (save in the min- 
ority of States referred to above) injected itself into the 
law; and, at the moment, the stockholder as an individual, 
when coping with his management, must rely on the con- 
science of the men involved. 

Starting then from the proposition that the fiduciary 
duty of the management is limited to the corporation, 
i. e., that they are pledged to adhere to standards of con- 
duct which do not deplete the assets or earnings of the 
company — it will appear that the law has gone to great 
lengths to insure a clean standard — fidelity, industry 
and business sense on the part of the management. In 
the classic case on the subject Judge Allen of New York 
observed that “No principle is better settled than that a 
person having a duty to perform for others cannot act 
in the same matter for his own benefit” (Abbott v. Ameri- 
can Hard Rubber Co., 33 Barbour 578) and this rule, laid 
down in 1861, remains no less valid today. So, whenever 
a director finds his own interests in conflict with that of 
his corporation, it is his duty to exercise no influence on 
the corporation in the transaction ; if he does so, he places 
himself in an exposed position which most men do not 
care to assume. 

In like manner, a measure of ordinary business sense 
is required of managers; and directors or officers not hav- 
ing it, or possessing it and not exercising it, are liable 
personally for the resulting damages. Another rule in 
the common law, was set out in another old case, ‘ One 
who voluntarily takes the position of director, and invites 
confidence in that relation undertakes, like a mandatory, 
with those whom he represents, or for whom he acts, that 
he possesses at least ordinary knowledge and skill, and 
that he will bring them to bear in the discharge of his 
duties,” (Earl, J. in Hun v. Cary, 82 N. Y. 65, 1880), and 
this rule likewise remains in active force.^® It took a 


"In 1742 an English Lord Chancellor said of corporate directors 
“By accepting a trust of this sort, a person is obliged to ^x^ut* *t 
with fidelity and reasonable diligence; and it is no excuse to say that 
they had no benefit from it, but that it was merely ^onorao^ . 

“If upon inquiry before the Master, there should app^r to be a 
supine negligence in all of them, by which a gross complicated loss 
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little time for the law to get over the idea that if a man 
acted in good faith and had not himself tried to defraud 
the corporation, he could not be held liable except for 
“gross” negligence or inattention to duty. But that 
hurdle was passed a full half century ago; and the rule 
today is unquestioned.^^ However honest he may be, he 
must be reasonably careful and reasonably able. It is 
true that as the law can find no definite standard of ability 
in business matters (this quality not being as yet the 
subject of accurate measurement), the best it can do is 
to leave to a jury in each case to decide whether the 
manager accused of incompetence was reasonably able. 

happens, I will never determine that they are not all guilty.” {The 
Charitable Corporation v. Sutton, 2 Atk. 400); See Briggs v. Spaulding, 
141 U. S. 132 (1890) — Fuller, C. J. — ‘‘It is perhaps unnecessary to 
attempt to define with precision the degree of care and prudence which 
directors must exercise in the performance of their duties. The degree 
of care required depends upon the subject to which it is to be applied, 
and each case has to be determined in view of all the circumstances. 
They are not insurers of the fidelity of the agents whom they have 
appointed, who are not their agents but the agents of the corporation; 
and they cannot be held responsible for losses resulting from the 
wrongful acts or omissions of other directors or agents, unless the 
loss is a consequence of their own neglect of duty, either for failure to 
supervise the business with attention or in neglecting to use proper 
care in the appointment of agents.” See also Gibbons v. Anderson 
(1897) 80 Fed. 345; see al§o “Liability of the Inactive Corporate Direc- 
tor” 8 Columbia Law Review 18-26. 

“ The theory that directors were liable for only “gross negligence” 
and not for “slight negligence” was demolished by Mr. Justice Bradley, in 
Railroad Co. v. Lockwood, 17 Wall. 357, 382 (United States Supreme 
Court). Mr. Justice Bradley came to the conclusion that “negligence” 
means simply “failure to bestow the care and skill which the situation 
demands”; Chief Justice Fuller amplified this by saying that the 
degree of care to which directors are bound is that which ordinarily 
prudent and diligent men would exercise under similar circumstances. 

Even in those days the argument that to require diligence of direc- 
tors would prevent “gentlemen of property and means” from accepting 
directorships was put forward as a reason why the courts should be 
lenient. Of course, the answer was that if gentlemen of property and 
means did not propose to run the business with care they were not 
acceptable directors; and Chief Justice Fuller in the opinion quoted 
above so held. 

There is a corollary to the rule. If damages are to be recovered 
from a director for not attending to his job “the plaintiff must accept 
the burden of showing that the performance of the defendant's duties 
would have avoided loss and what loss it would have avoided” (Learned 
Hand, J. in Barnes v. Andrews, 298 Fed. 614 (1924). An interesting com- 
pilation of the historical source of material is contained in Canfield 
and Wormser's “Cases on Private Corporations” (Second Edition, 
Indianapolis, 1925 — pages 449-451). 
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But after the fact, where the result has been catastrophic, 
juries are more likely to err on the severe than on the 
lenient side in dealing with the director attacked.^* 

Similarly, perhaps as a variant from the preceding 
one, our manager must attend to his job. This disposes 
summarily of the inactive gentleman who has lent his 
name to the board of directors with the understanding 
that he would not take any real part in management. 
Mr. George Jay Gould found himself in this unhappy 
position by assuming office as director of the Common- 
wealth Trust Co. in 1902, with the distinct understanding 
that he was not expected to attend meetings or take active 
part in the company’s affairs. Reckless operations by the 
active men in charge led the bank to collapse a few 
months later; and one of the stockholders sued Mr. Gould 
to make good the corporate losses. The court observed 
that what was required of a director for the reasonable 
exercise of his powers was a question of fact; and directed 
that the Trial Court ascertain whether as a matter of 

** These cases invariably are judged as a result of hindsight rather 
than foresight whiclr presents a real difficulty. Of course, the test 
whether an action taken by the Directors was fair must be made as of 
the time when they acted. The dangers in the situation have led to 
the inclusion of clauses in corporate charters attempting to relieve 
Directors in large measure. Pullman Company’s charter for example 
provides: 

"'Thirteenth: No contract or other transaction entered into by the 
Corporation shall be affected by the fact that any director of the Cor- 
poration in any way is interested in, or connected with, any party to 
such contract or transaction, or himself is a party to such contract or 
transaction, provided that such contract or transaction shall be ap- 
proved by a majority of the directors present at the meeting of the 
Board or of. the Committee authorizing or confirming such contract 
or transaction, which majority shall consist of directors not so inter- 
ested or connected. Any contract, transaction or act of the Corpora- 
tion or of the Board of Directors or any Committee, which shall be 
ratified by a majority of a quorum of the stockholders at any annual 
meeting, or at any special meeting called for such purpose, shall be as 
valid and as binding as though ratified by every stockholder of the 
Corporation.” 

This is a Delaware charter. A similar clause appears in the charter 
of the United Corporation. The charter of the Dodge Brothers 
Inc., a Maryland corporation, went even further, providing that a 
Director should not be liable for secret profits even though he had 
failed to disclose to his fellow Directors that he was interested in the 
transaction on which he voted. It is highly doubtful whether these 
clauses of absolution have any great effect when a case comes up 
Similar clauses limiting the liability of trustees have been restricted m 
effect by the courts. 



230 The Modern Corporation and Private Property 


fact Mr. Gould’s participation in the bank’s affairs lived 
up to “reasonable care” under the particular circum- 
stances. This apparently left the burden on Mr. Gould 
to prove that he had acted as a sensible bank director.’* 

This situation raises many nice questions of conduct. 
It is not always easy for directors who may have large 
affairs to remain wholly disinterested in the transaction 
of the corporation’s business. Of late a situation has 
arisen with which the law has not yet attempted to cope. 
Where a single individual finds himself a director of 
two companies whose policies conflict, he may have some 
difficult choices to make. In strict ethics the business 
community regards it his duty to solve the situation ac- 
cording to the best business sense he may have. A still 
nicer feeling on the subject might lead him to resign from 
one of the two directorates. But the latter alternative 
may not be to the best interest of either of his corpora- 
tions, since the very existence of a representative of a 
conflicting interest on the board of a competing or ad- 
verse company may supply a channel of communication 
by which the difficulty can ultimately* be solved to the 
best advantage of both.’* So far as the law can be worked 
out from analogous situations it would seem that his posi- 
tion is.dangerous; and indeed, men try to avoid it. From 
a business point of view the result is the final test; if 
what he does on the whole makes for a sound develop- 
ment of both companies, the fact that he acts for two 
adverse interests at the same time is rather to his credit 

Kavanaugh v. Gould, 223 N. Y. 103 (1918) — apparently the case 
was settled out of court afterward. What had happened was that the 
President of the Bank sank a large portion of the Bank’s funds in the 
U. S. Ship Building Company whose bonds subsequently became 
valueless. 

” Such a situation came up in connection with the financing of the 
United States Steel Corporation. There the Steel Company floated a 
bond issue of $100,000,000 through J. P. Morgan & Co. Fifteen of 
the twenty-four members of the Board of Directors were members 
of the bankers’ syndicate which Morgan got up to handle the issue. 
An injunction was granted by the trial court which was reversed on 
appeal, the court finding that the transaction was voidable but not 
void; that there was full disclosure; that the interconnecting director- 
ships helped rather than hindered the contract and that it had been 
ratified anyhow. See United States Steel Corporation v. Hodge, 64 N. J. 
Eq. 807 (1903). 
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than otherwise.“ The one ethical point on which every 
one is agreed is that the adverse interest, if any, must 
be disclosed. There appears to be a general feeling that 
where a man represents adverse interests without letting 
that fact be known, he has created a situation so danger- 
ous as not to be tolerated in the business community. 

There is, however, a range of neutral activity in 
which the management of a corporation, without acting 
adversely to the corporation, may nevertheless benefit 
itself. Control of the corporate assets may and not in- 
frequently does permit a management to do favors for 
its friends without injuring the corporation. Thus, they 
can place the corporation’s fimds in a bank friendly to 
them. If the bank is safe and if the terms on which the 
deposit account is arranged are those prevailing in an 
open and competitive market, there may be no injury to 
the corporation. Yet the directors themselves may have 
profited by the transaction since they have steered busi- 
ness towards their friends, and may themselves expect 
reciprocal favors later on.’® This kind of problem is re- 
current. The business community, on a purely realistic 


“ The writers feel that the charge that directors are interested on 
both sides of the transaction is entirely too loosely made in tl^ financial 
community. A director, especially if he is an important man financially, 
will have a dozen or more interests all going at once. In many cases 
the action taken by him in one corporation is necessarily more or less 
adverse to the interests of other corporations in which he may be 
interested. Yet, in a number of cases known to the writers, the 
tors have scrupulously ignored their own interests. The real problems 
arise where the director is an important factor in the “control” two 
corporations at once. There, it would be almost beyond possibility 
for him not to consider the possibilities of both situations before casting 
a vote or inducing an action. Many directors are elected frankly be- 
cause they have interests in other corporations whose activities 
complement those of the corporation electing him. In other words, 
the corporations expect to transact business with each other or in the 
same field, to their mutual advantage; and the very duality of interest 
of the director is thus turned to the advantage of both. ^ 

*• Most Banks have two classes of directors. One class is made up 
of bankers. The other consists of business men who may be able 
because of their business affiliations to shift accounts and banking 
transactions towards the Bank. These connections are openly known 
and are perfectly well understood. The director himself gains power. 
But his corporation may obtain assistance through having friends at 
court” in the Bank; and the Bank is strengthened by the connection 
with a business enterprise. The situation has its dangers “ 

has its advantages; in the business view the advantages outweigh the 
dangers. 
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basis, appears to take the view that if the corporation is 
not hurt there can be no objection. Actually, the share- 
holders of the corporation may be adversely affected by 
this favoritism. Yet such injury to the stockholders is on 
the very periphery of the area of legal control. Devel- 
opment in this direction lies almost entirely in the future. 

It was observed at the outset that management nor- 
mally proceeded from the election of directors by all or 
some of the stockholders. But the increasing numbers 
of these, and their unorganized dispersion, almost neces- 
sarily implies a mediary group, analogous to a political 
“boss.” Such groups have appeared; they are called by 
the financial community ‘ ‘ control. ’ ’ And this extra-legal, 
or at least separate group, so far conditions management, 
that it deserves a separate analysis. 



CHAPTER VI 


The Leg:al Position of “Control” ^ 


Corporate management is at least an institution 
created by the law itself. Composed of directors and 
ordinary officers of the corporation, it has a status which 
the law itself prescribes. Evolution of the corporation, 
however, has developed a situation in which the dominant 
forces within the corporation are frequently not the direc- 
tors or ordinary officers, but are individuals or controlling 
groups who have no necessary titular place in the corpo- 
rate scheme. Nevertheless, their powers, for practical 
purposes, may be complete. With this problem the law 
has only just begun to cope; it is still incomplete; and 
it has to be considered rather as a framework to be filled 
in than as a set of settled rules. 

A brief sketch of the history of the subject is itself 
illuminating. The problem was first presented when the 


’ This chapter is designed to deal only with the legal position of 
“control” as bearing on the rights of shareholders of the controlled 

corporation. . • „ . .u 

Legally, a number of other questions arise, especially whether an 
outsider can hold the “control” individually responsible for the acts 
of the corporation. In a good many cases, where a group of individuals, 
or another corporation, completely dominate the affairs of a corpora- 
tion, and so use it that it becomes substantially an agency or instru- 
mentality of the controlling group or company, outsiders such as 
creditors, can ignore the existence of the control and sue the corporation 
directly. This is done by what is known as “piercing the veil of the 
corporate entity." For a discussion of this branch see: 

H. W. Ballantine, “Parent and Subsidiary Corporations, 

Review, 15 (1925); and a recent treatise by Fredrick J. Powell, 
“Parent and Subsidiary Corporations: Liability of a Parent Corpora- 
tion for the Obligations of its Subsidiary (Chicago, 1931 ), especially 
chapters II, III, IV and V, collecting the cases. A further study 
involving this element is being written by Bliss Ansnes, Esq., now ot 
the staff of the Columbia Law School, scheduled to appear in 1932 , 
covering among other things, problems of “control, but oriented 
especially towards the problems of merger, copsolidation, and 
ganization of railways. The usual form of 

question is the control by a parent corporation of a subsidiary through 
the ownership of a majority of its stock. 
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device of the voting trust came into being. On the cor- 
porate books, under the then rule of law, all that appeared 
were the names of three or four men who held all the 
stock.* By private instrument they had created them- 
selves trustees for others who were the real owners, but 
who had no standing on the corporate books, and whose 
only relation was with the voting trustees. The three or 
four voting trustees, having an absolute power to elect 
and re-elect the Board of Directors, necessarily were able 
to tell the Directors substantially what they should or 
should not do. As far hack as the “Shepaug Voting 
Trust Cases”® in 1890, a Connecticut court faced a situa- 
tion in which a voting trustee had caused the directors to 
make the corporation enter into a set of construction con- 
tracts out of which the individuals named as a committee 
to direct the voting trustee how to vote expected to make 
a considerable individual profit. The committee mem- 
bers were, it seems, interested both in the construction 
company and in a competing railroad line which would 
derive profit from a resulting traffic distribution. The 
court held the transaction invalid, rescinded the contracts 
and gave the corporation relief. This case was relatively 
simple because certain of the committee were also cor- 
porate directors. 

Very shortly thereafter, the law was faced with a 
situation in which the control was quite as complete but 
less obvious. This was where two or three share- 
holders had privately agreed among themselves to vote 

* Under the present law, in many states, voting trusts are required 
to enter into direct relationships with the corporation; see, for instance. 
Section 18 of the General Corporation Law of the State of Delaware, 
which requires deposit of the voting trust agreement in the principal 
office of the State of Delaware; Section 50 of the New York Stock 
Corporation Law, containing a similar provision; Maryland, Laws of 
1929, Chapter 581 (Code of 1924, Article 23, Title “Corporations,” 
Section 133). This, however, represents a later development in voting 
trust law. At that time, voting trust control was nominally, at least, 
unknown to the corporation, so far as the records were concerned. 

* BostTvick V. Chapman; Starbuck v. Mercantile Trust Co., 60 Conn. 
553 (1890). The individuals involved were in fact, though not techni- 
cally, voting trustees — being a committee named in the trust indenture 
and given the ri^ht to direct the trustee to vote for officers and direc- 
tors of their choice. 
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stock as might suit their best interests.* Here, the court 
was faced with a dilemma. The stockholder, being the 
absolute owner of his stock, might vote as he pleased. An 
ancient rule of law used to be that courts would not in- 
quire into the motive in so doing — the reason probably 
being that courts feared to follow the tremendous range 
of questions which might be opened up if, in every elec- 
tion, the motive of each shareholder had to be inquired 
into. And yet, where the obvious result of the vote was 
to create a dummy board of directors which thereupon 
obeyed the controlling group, and followed the interests 
of the “control” rather than the interests of the corpora- 
tion, something had to be done about it. In 1893, Mr. 
Taft, then Circuit Judge, had before him a contract be- 
tween a company and a shareholder from which the 
shareholder expected to make a profit. Mr. Taft 
observed: 

“The vice of such contracts is not that they do not represent the 
real relation between the parties, but that they are contracts made by 
a corporation with one who exercises such an undue influence over the 
directors, by reason of his relation to them as principal stockholder or 
otherwise, that it is inequitable and unconscionable for him by such 
influence to secure individual profit to himself at the expense of the 
corporation and its other stockholders and bondholders.” * 

This is the genesis of the doctrine known in the law 
as “the doctrine of dominant stockholder.” It presently 
led to still more judicial cognizance of the institution of 
“control.” 

The great issue turned first on whether stockholders 
could agree among themselves to dominate the manage- 
ment. A New York court, in 1918, held that it was 

‘Such agreements, of course, nearly always occur in the small or 
“close” corporations: and still do among large stockholders of corpo- 
rations. The difficulty is that such agreements are rarely formal, with 
one important exception. It is not unusual for a banking house which 
has floated a bond issue for a corporation to exact an agreernent that 
during the life of the bonds, one or more representatives of the bank- 
ing house will be*elected to the Board of Directors. For legal purposes, 
an informal agreement would probably be subject to the same tests as a 
formal document; but in practice, it is as difficult to discover an agree- 
ment of this kind as in the case of political combinations. 

* Central Trust Company v. Bridges, 57 Fed. 753, 766 (U. S. C. C. A., 
1893). For a further discussion of the doctrine of dominant stock- 
holder.’’ see Berle: “Studies in the Law of Corporation Finance; Non- 
Voting Stock and Bankers’ Control.” 
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“not illegal or against public policy for two or more stockholders own- 
ing a majority of the shares of stock to unite upon a course of corpo- 
rate policy or action, or upon the officers whom they will elect. An 
ordinary agreement among a minority in number but a majority in 
shares, for the purpose of obtaining control of the corporation by the 
election of particular persons as directors, is not illegal. Shareholders 
have the right to combine their interests and voting powers to secure 
such control of the corporation and the adoption of an adhesion by it 
to a specific policy and course of business.” * 

But it was one thing to say that stockholders were en- 
titled to take control jf they could get it, and another to 
give them complete latitude in exercising control. The 
same case threw out an agreement which contemplated 
the election of a board of directors and of a president 
who was in terms to be a figurehead.’ If officers were 
elected by the “control,” they were supposed to be free 
and independent, acting at all times in the best interests 
of the corporation. 

The obvious difficulty was that it needs no agreement 
to make a director who is dependent on the will of one or 
two shareholders into a dummy. He is a dummy not be- 
cause of a contract but because of his nature. First-rate 
men will never be dummies; third-rate men can never be 
prevented from being dummies where they are in fact 


Manson v. Curtis, 223 N. Y. 313 (1918), Collin, J., writing for the 
Court. The Court cited a number of cases which do not altogether 
bear out the decision, though they indicate a trend of opinion in that 
direction: Venner v. Chicago City Railway Co., 258 111. 523; Thompson 
V. Thompson Carnation Co., 279 111. 54; Palmbaum v. Magulsky, 217 Mass. 
306, and held the agreement bad because it contained a clause pre- 
scribing that the management should be “nominal” only. Agreements 
by shareholders to vote together are normally legal: Zeigler v. Lake 
St. El. Co., 69 Fed. 176; Beitman v. Steiner, 98 Ala. 241; Smith v. San 
Francisco R. Co., 115 Cal. 584; Brightman v. Bates, 175 Mass. 105; 
Kreissl v. Am. Distilling Co., 61 N. J. Eq. 5. 

’The precise provision in the contract was as follows: 

*That any President of the Corporation to be thereafter elected 
should be only a nominal head as President, and be no more active 
in conducting the affairs of the corporation than the then President, 
Abel I. Culver, had been” 

and that such P^sident would not change, alter, molest or interfere 
with the plaintifrs method of managing the corporate business or 
interfere with the plaintiff as general manager. 

In addition, it was agreed that the two parties to the contract 
should re-name three directors and that they should mutually agree 
on a seventh director who should be disinterested. One of the parties 
agreed to sell a small part of his stock to the other so that the stock- 
holdings should be even; he declined to do this, and thereupon elected 
a majority of the Board of Directors. 
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depondent on the will of a small group, even though no 
precaution is taken by contract to make them so. And 
the same court, in the same year, faced a different situa- 
tion in which the directors had duly caused a corporation 
to enter into a contract with a gas and electric corpora- 
tion greatly to the benefit of the latter.® It developed that 
a large stockholder in the first corporation was also 
heavily interested in the utility company. He had not 
disclosed his interest in the utility company to the direc- 
tors; and, although he was a director, he bad declined to 
vote on the transaction. Plainly, however, the other 
directors were in his sphere of influence. Judge Cardozo 
upset the contract, remarking: 

‘‘A dominating influence may be exerted in other ways than 
by a vote’* 

and thereby formally took cognizance of the power of 
“control.” The only conclusion which could be drawn 
was that where an individual or group had in fact exer- 
cised the power of management, they must be governed 
by the same standards of conduct as those applied to the 
formal management, even though they do not assume the 
title. A Federal district court, remarking that 


“authority may rest in pais (fact)/’* 

held that a parent corporation which has dictated a course 
of action by a subsidiary, is both liable as manager ^d 
may even be held liable as a principal in the transaction. 
A Massachusetts court set up a rule that stockholders in 
voting for officers or otherwise on corporate affairs must 
exercise their influence honestly for the best interests of 
the whole body of shareholders — a rule which is rather a 
pious wish than an enforceable standard of conduct.'® An 
Alabama court phrased it by insisting that in voting for 
directors, good faith and fair dealing was required— the 


*Manson v. Curtis, supra; Globe Woolen Co, v. Utica Gas & Electric 

Co. (1918) 224 N. Y. 483. ^ c c 9U Fed 

• New York Trust Co. v. Bermuda- Atlantic S. S. Co. (1913) 211 bed. 

'•Guernsey v. Cook, 120 Mass. 501. Two stockholders wished to 
sell p/rt of their stock. They found a buyer 

if they in turn agreed to elect him a director and treasurer at 
stipulated salary. The agreement was held void. 
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vote must be in the honest interest of the whole body of 
stockholders “ — again a standard not easily enforced. 

Conversely, courts attempted to prohibit arrange- 
ments binding or influencing the directors in the direction 
of the controlling group. Mr. Victor Morawetz’ sum- 
mary of the rule to the effect that a director had no right 
to sell his influence in the management of a corporation, 
or to enter into any agreement by which his official action 
would be influenced or “controlled,” states a rule with 
which most courts at present agree.“ Indeed, a director 
cannot even for a consideration agree to resign.” Con- 
versely, shareholders having “control” may not sell of- 
fices in the corporation.” 

Yet it is past denial that these rules can only hit the 
outward form of a process which is in fact more subtle. 
“Control” cannot be prohibited by law; and perhaps it 
would be as well not to try. All that can be governed 
legally, is the result of controlling action. Indeed, in 
large measure, courts have come to recognize this frankly. 
It is, for example, not illegal to agree to a new board of 
directors which shall be elected when a sale of the ma- 
jority of the stock takes place; or to agree with certain 
interests that they shall be represented on the Board, 
though in each case it is obvious that the new Board, or 
the representative, will obey the wishes of its principal in 
the transaction. 

Holcomb V. Forsythe, 216 Ala. 486. 

“Morawetz: “Corporations/' Volume I, Section 519. For a fur- 
ther discussion of this question, see “Sterilized Corporate Directors," 
64 United States Law Review, page 281; Jackson v. Hooper, 76 N. J. Eq. 
592; Singers-Bigger v. Young, 166 Fed. 82. 

But agreements to give representation to certain interests are 
valid. See: McQuade v. Stoneham, 230 N. Y. App. Div. 57; Manson v. 
Curtis, supra; Venner v. Chicago City Railway Co., 258 III. 523. 

Forbes v. McDonald, 54 Calif. 98; Bosworth v. Allen, 168 N. Y. 157. 

Jones V. Williams, 139 Mo. 1. But when stockholders sell their 
stock, they may validly agree to elect a Board of Directors, as directed 
by the incoming purchasers, and this agreement apparently is valid. 
See, Freemont v. Stone, 42 Barbour (N. Y.) 169, holding such an agree- 
ment invalid, but the law apparently is now settled otherwise in New 
York, by Barnes v. Brown, N. Y. 527, in which the sellers agreed 
that they would elect a new Board upon the transfer, and the agreement 
was upheld. 
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“Control,” on further analysis, may act in any one 
of three ways. First, it may influence or induce the direc- 
tors in exercising the power of the corporation. Second, 
the “control” may, acting under its own legal right, per- 
form certain corporate acts itself — such as, voting for 
directors, for amendments of the charter, or to ratify past 
acts of the directors. Third, the “control” may perform 
acts which nominally have nothing to do with the corpora- 
tion, but which in fact gravely affect the fate of the enter- 
prise. For instance, “control” may be sold. 

The first of these types of exercise of power is fairly 
governed by legal theory. The doctrine that the individ- 
uals who actually induce management action are them- 
selves liable as m.anagers, subjects them to the fiduciary 
obligations which are imposed on the directors them- 
selves.^® The logic of this rule is sufficient to cover all 
situations; since by hypothesis, wherever the manage- 
ment is in fact acting at the behest of an identifiable 
“control,” the “control” can be dealt with exactly as 
though it were a manager.** The device used for 
“control” seems to be immaterial — ^whether it be voting 


“The rule was stated tersely by Mr. Justice Brandeis — Southern 
Pacific Railway Co. v. Bogert, 250 U. S. 483, 492. The Southern Pacific 
Company there contended that it should not be held liable as “control, 
because it did not directly dominate the affairs of the controlled cor- 
poration, but instead, exercised the power through the medium of a 
subsidiary corporation, the majority of whose stock it in turn owned. 
Mr. Brandeis said: , . . . . 

“But the doctrine by which the holders of a majority of the 
stock of a corporation who dominate its affairs are held to act as 
trustees for the minority, does not rest upon such technical distinc- 
tions. It is the effect of control of the common property held and 
exercised, not the particular means by which or manner in which 
the control is exercised, that creates the fiduciaiy obligations. 
The nature of the obligation he earlier stated (page 487) as follows: 

“The majority has the right to control; but when it does so, 
it occupies a fiduciary relation toward the minority, as much so 
as the corporation itself or its officers and 
citing Menier v. Hooper's Telegraph Works L. R. 9 Ch. App. 350, 35^ 
Farmers' Loan & Trust Co. v. New York & ^ 

N. Y. 410 (the famous case of the wreck of the New York & Northern 
by the New York Central under the leadership of Mr. Chauncey 
Depew). 

“Another way of stating the rule is that all officers 
tion are prohibited from entering into any agreenient or ® 

by which their official acts would be influenced or controlled , see 
Thomas v. Matthews, 94 Ohio State 32. 
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trust, domination by a stockholder, or possibly even 
domination by a creditor. The difficulty lies in the fact 
that the remedy afforded to the independent shareholder 
is hazardous in the extreme. One case may serve as an 
illustration.” The New York Central acquired control 
of the New York and Northern Railroad; and likewise 
acquired a majority of its second mortgage bonds. It 
then diverted traffic; made the road unable to meet its 
obligations, defaulted on the second mortgage bonds; and 
started foreclosure proceedings. A stockholder inter- 
vened, and setting out the fraud in the transaction, in- 
duced the New York Court of Appeals to reverse the 
decree of foreclosure. Nevertheless,^® the New York 
Central actually consummated a mortgage foreclosure 
sale, taking over the property. Thereupon, the stock- 
holder brought suit against the New York Central for 
the damage which he individually had suffered, because 
the value of his stock had been virtually wiped out. 
The New York court correctly, if cruelly, held that he had 
no recovery. He, individually, could not sue for the 
wrong. The New York & Northern, as the corporation 
hurt, must do that. Yet it was obvious that the New York 
& Northern was by that time merely a shell in the hands 
of the New York Central. It might, perhaps, have been 
compelled to sue its master, the New York Central, for 
relief through the legal machinery which permits a 
minority stockholder to bring such suit in the name of 
the corporation. But the victory would have been 
Pyrrhic; for any damages recovered by the New York & 
Northern would have been at once at the disposition of 
the New York Central, which, as majority stockholder, 

” Farmers* Loan & Trust Company v. New York & Northern Railway, 
150 N. Y. 410 (1896). 

“It does not appear from the record precisely how the New York 
Central succeeded in having a mortgage foreclosure sale held while 
an appeal from the decree of foreclosure was being prosecuted. Prob- 
ably, the complaining stockholder was required to put up a bond of 
many million dollars to protect the trustee and its real client, the New 
York Central Railroad, from damages. The average stockholder is, of 
course, unable to do this. Such are the difficulties with which a com- 
plaining stockholder has to cope; having a legal right, and even secur- 
ing a court decision, is not the same as being able to stop the process. 
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and as principal creditor, could dominate the situation 
from almost every angle.^* 

The logic of the law does not fit the second group of 
problems referred to above — those arising where the 
“control” itself performs acts within the corporation — as 
for instance, casting a vote. We have had occasion to 
look at the pious wishes of courts like Massachusetts and 
Alabama. But a man’s honest opinion of corporate inter- 
ests is likely to be severely influenced by his own 
interests; for his opinions are pretty much his own prop- 
erty. The law could and did provide that a stockholder 
or the holder of any corporate right could not be hired to 
exercise that right; that is, that he could not sell his vote. 
Beyond that, courts were limited to attacking the result — 
probably the only possible position to be taken. Nor- 
mally, where a group of shareholders pass a vote, courts 
do not interfere with the result on the theory that their 
self-interest has led them to agree upon the policy which 
to them seems likely to be most advantageous. But where 
the majority is made up of a compact group in control, 
and especially where it can be shown that this group 
stands presently to benefit by a given result, the presump- 
tion disappears.®® Different courts reason out the result 
differently, though the effect seems to be the same. In 


“Conceivably, the shareholder might have obtained a receiver. 
At this point, however, his troubles would really begin. In the 
place, the receiver is chosen by the court and not infrequently the 
question of political influence enters into his selection. Certainly at 
that period in judicial history, railroads freely brought influence to 
bear both in the selection of judges and in determining their a^s 
afterward. Further, the receiver can do little without money. He 
might raise a loan through issuing receiver’s certificates. But the 
New York Central in this litigation had as its financial representatives 
Messrs. J. P. Morgan & Co., who were almost in a position at that 
time to dominate the money market. The complainant s couiwel, Mn 
James Coolidge Carter, was the then leader of the New York Bar, and 
he certainly had at his command every resource which the law could 
provide. But he was in the position of having to out-maneuver the 
most powerful financial antagonists in the country, not only eg y 
financially; and he simply was not in a position to do it. 

" This is sometimes stated as a rule of law, by saying that where 
a transaction occurs to which the corporation is a 
controlling majority has a private interest or J*’®. 

scrutinize the transaction with extreme care: see Pennplvanta Canal 
Co V 444; 235 Fed. 669. 242 U. S. 646, denying a writ 

of certiorari. 
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New York, for example, the rule is that in regard to those 
matters which the stockholders are bound to determine, 

“they occupy a trust relation as between themselves and the corpora- 
tion, and are burdened and restricted by fiduciary obligations. Where 
a number of stockholders constitute themselves, or are by the law 
constituted, the managers of corporate affairs or interests, they stand 
in much the same attitude towards the other or minority stockholders 
that the directors sustain generally towards all stockholders, and the 
law requires of them the utmost good faith. ♦ ♦ ♦ In taking corpo- 
rate action under the statute, the stockholders are acting for the corpo- 
ration and for each other, and they cannot use their corporate power in 
bad faith or for their individual advantage or purpose.”” 

A New Jersey court, having before it a merger, in which 
the Public Service Corporation of New Jersey voted a 
majority of the stock of five subsidiaries in favor of the 
merger (though the merger was obviously unfavorable to 
the interests of the shareholders), took occasion to 
observe: 

“The merger is, in result, an appropriation of corporate property 
by a majority of stockholders, by force of numbers and the grace of 
the statute, and, while no valid legal obligation can be interposed on 
that score * • * the agreement calls for careful scrutiny, and the 
burden is on the majority to show that the consideration is fair and 
equitable, and judgment, as to fairness, is not to be influenced by the 
heavy vo^ of approval as it otherwise would be if the vote were inde- 
pendent.” ” 

The net effect of these cases, and decisions like them, is, 
legally, to change the burden of proof. A transaction 

" Kavanaugh v. Kavanaugh Knitting Company, 226 N. Y. 185 (1919). 

Sanborn, considering the Federal rule — see Wheeler v. 
Abilene National Bank Building Co., 159 Fed. 391,— observed : 

**The holder of a majority of the stock of a corporation has 
the power, by the election of biddable directors, and by the vote 
of his stock, to do everything the corporation can do. His power 
to control and direct the action of the corporation places him in its 
shoes, and constitutes him the actual, if not the technical, trustee 
for the holders of the minority of the stock. He draws to himself 
and uses all the powers of the corporation. In fact, he holds an 
irrevocable power of attorney from the minority stockholders to 
m^age and to sell the property of the corporation for himself 
and for them. Times, places and notices of meetings of the direct- 
ors and of meetings of stockholders become of secondary impor- 
tance, because the presence, the vote, and the protest of holders of 
the minority of the stock are unavailing against the will of the 
whole of the majority. They can act and contract regarding the 
corporate property, they can preserve and protect their interests 
in It, only through him and through the courts.” 

See also Jones v. Missouri Edison Electric Co., 144 Fed. 765, especially 
page 771. 

Service Corporation of New Jersey, 143 Atl. 729 

(1928). 
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supported by a majority of votes, accomplished by tech- 
nically correct procedure, is normally presumed valid. 
Where the majority is obviously made up of a “control,” 
and where it can be shown that the “control” stands to 
make a profit out of the result, the presumption dis- 
appears. 

Again the logic is fair, but the application is ex- 
tremely difficult; for the burden is placed on the protest- 
ing shareholder to work out all of the ramifications of 
possible interest which the “control” may have. If, for 
example, the “control” is a utility holding company, its 
real interest may lie far removed from the corporation 
whose affairs are being examined; and its profit may turn 
on the fate of some far-away property or some undisclosed 
transaction of which an outside shareholder is hardly 
likely to find trace. Still more, an apparent business 
exigency can always be created calling for almost any 
course of action. All that is needed is skill in manipu- 
lating the corporate affairs. 

With the third and last group of problems, the law 
has hardly attempted to deal. One case (the only case 
squarely on the point) much commented on in New York, 
is .still pending of decision.*® There, a small group of 
dominant stockholders in the Loew Theatre chain ar- 
ranged to sell their stock to interests dominated by Mr. 
William Fox. The price they received was nearly double 
the current market price of the shares. The obvious 
reason for the terrific premium paid by Fox was that 

^Stanton v. Schenck, 252 N. Y. Supp. 172. The case was subse- 
quently tried; determined in favor of the defendant; and was on appeal 
at date of writing. 

The law has exhibited a certain sensitiveness where sales of control 
are concerned. For instance, an officer agreeing to assist others to 
remain in control through buying stock is held to have made an illegal 
contract. See Carlisle v. Smith, 234 Fed. 159. Directors who manipu- 
late a subsidiary corporation into purchasing stock of the parent 
for the purpose of keeping themselves in control may be enjoined from 
carrying out the scheme: Rohotham v. Prudential Life Insurance Com- 
pany, 64 N. J. Eq. 673 (1903). In general, however, all prior cases have 
related to the use by officers of their powers or peculiar position to 
assist in procuring or maintaining “control.” The law has seized on 
the fiduciary obligation of the officer as an instrument through which 
it may deal with “control.” But the bulk of transactions take place 
where there is no such technical handle and where the “control” has 
to be considered as a thing apart. 
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these shares carried ‘ ‘ control. ” In a word, he was buying 
power and not stock. A minority stockholder sued to 
compel the Loew “control” to pay over to the corporation 
the premium over market price which they had received 
for their stock. A motion was made to dismiss the com- 
plaint on the ground that it did not state a cause of action. 
The New York trial judge (Cotillo) held that the com- 
plaint was adequate, but was put to curious shifts in 
reaching the result. He argued that certain of the 
“control” were also directors in the Loew corporation. 
They had a chance to sell stock at a very high price. 
The Loew corporation had authorized but unissued stock. 
Therefore, said Judge Cotillo, the directors were bound 
to give the chance to the Loew corporation to sell its 
authorized but unissued stock at the high price, instead 
of taking advantage of it themselves. This, of course, is 
pure legerdemain. Fox would not have bought author- 
ized but unissued shares; there was no opportunity to 
the corporation. But it apparently involved too great a 
leap into the dark for the New York court to say that the 
power going with “control” is an asset which belongs 
only to the corporation; and that payment for that power, 
if it goes anywhere, must go into the corporate treasury. 
The ease has not yet been finally disposed of. Yet trans- 
actions for the sale of “control” are frequent in the finan- 
cial district; and they are regarded as the private business 
only of the individuals and groups concerned. In effect, 
a position of “control” is a valuable piece of property to 
its holder, and so regarded; its value arises out of the 
ability which the holder has to dominate property which 
in equity belongs to others. And the law thus far has been 
unable to deal with the situation. 

There remains a situation essential in the institution 
of “control” but as yet untouched by judicial decision. 
Where “control” is in the hands of the Board of Direc- 
tors because stock is widely dispersed, and because the 
Directors are able to control the sending out of proxies 
year by year, it is evident that the relationship is still 
more subtle. On the one hand, the Directors are bound 
to use their powers as fiduciaries for the stockholders — 
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this, in their quality as Directors. On the other hand, the 
proxies for the shareholders will cast the stockholder’s 
vote at the meeting, as agents for the shareholders 
(a proxy is merely a power of attorney after all), and in 
this process they are acting for the shareholders. Since 
the proxy or agent is in legal theory a representative of 
the shareholders, while in fact he is an individual under 
the domination of the Board of Directors, there is almost 
inevitably a division of interest. Legally, the proxy is an 
agent for the shareholder; and necessarily under a duty 
of fidelity to him. Factually, he is a dummy for the man- 
agement, and is expected to do as he is told. Indeed, 
proxies are often clerks in the management, perhaps 
assisted by the company’s attorney. The vote when 
mobilized really represents the will of the Directors. 

It would seem that the proxy or agent for the share- 
holder was under the same duty as the shareholder him- 
self to cast a vote in all honesty for the best interests of 
the whole. It would further seem, that if he casts the vote 
under the influence of an interested party — say a Director 
— whether in the hope of gain or in the fear of losing his 
job, this might invalidate the vote. Particularly, this 
might be true where there was not a rival proxy commit- 
tee in the field so that the shareholder was unable to regis- 
ter a choice. But no case has gone this far; and until the 
issue is squarely presented it is difficult to forecast the 
result which the courts may reach. It should be sug- 
gested, however, that on this line the law may afford 
possibilities for dealing with “control” through the 
proxy machinery which are not as yet envisaged by cor- 
porate officers and by the Bar. 

What will be the development in the field of 
“control”! It is not easy to prophesy. There is, here, 
no line of analogous logic which may easily be laid hold 
of to permit a common law remedy. And there is no judi- 
cial machinery which can be made to fit the extremely 
delicate relationships on which “control” ordinarily 
turns. Nor is it possible to prevent outsiders from covet- 
ing the power given by “control”; from buying it for 
their own use. Economically, the problem is likely to 
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change in form as corporations gradually increase in 
size and as stock distribution increases, to the point where 
the “control” is virtually in the hands of a self-perpetuat- 
ing Board of Directors like that of United States Steel 
or American Telephone & Telegraph Company. But with 
this class of control, the public up to now has little 
quarrel; nor does it usually thresh out such problems in 
the courts. It is conceivable, therefore, that the problems 
of “control” here discussed may become academic within 
another generation. It is more likely that the law will 
deal, blunderingly, with each situation as it comes up on 
its individual merits; and most likely of all, the transac- 
tions by the “control,” lying outside the technical sphere 
of corporation action, will remain outside the normal 
cognizance of the law. 



CHAPTER VII 


Corporate Powers as Powers in Trust 

The review of corporate powers over participations 
and income which has preceded, sufficiently indicates the 
rise of a power which is virtually new in the common law. 
This is in substance the power of confiscation of a part of 
the profit stream and even of the underlying corporate 
assets by means of purely private processes, without any 
test of public welfare or necessity. As they stand, these 
powers are nominally uncontrolled. 

It requires little analysis to make plain the fact that 
private property, as understood in the capitalist system, 
is rapidly losing its original characteristics. Unless the 
law stops the wide open gap which the corporate 
mechanism has introduced, the entire system has to be 
revalued. 

It is entirely possible and some students of the situa- 
tion are beginning to contend, that the corporate profit 
stream in reality no longer is private property, and lhat 
claims on it must be adjusted by some test otlxer than that 
of property right. The writers are unable to say that as 
a matter of law, this advanced view, however justifiable 
as a matter of sociology, has yet attained standing. It is 
rather the reflexion of a movement which is likely to take 
form in the future, than the statement of a present order- 
ing of affairs. Further, there is a view of the law which, 
if ultimately taken, would fill the breach made in the 
rights of private property through the corporate form. It 
is the purpose of this chapter to state this theory, with full 
realization of the possibility that private property may 
one day cease to be the basic concept in terms of which 
the courts handle problems of large scale enterprise and 
that the corporate mechanism may prove the very means 
through which such modification is brought about. Until 
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this modification does occur, however, the lawyer is forced 
to think in terms of private property; and his system of 
law, if complete, must be prepared to cope with the prob- 
lems presented in the foregoing chapters. 

A study of the powers like those which have been 
discussed above indicates the necessity of an underlying 
thesis in corporation law which could be applied to each 
and every power in the whole corporate galaxy. Suc- 
cinctly stated, the thesis appears to be that all powers 
granted to a corporation or to the management of a 
corporation, or to any group within the corporation, 
whether derived from statute or charter or both, are nec- 
essarily and at all times exercisable only for the ratable 
benefit of all the shareholders as their interest appears. 
That, in consequence, the use of the power is subject to 
equitable limitation when the power has been exercised 
to the detriment of their interest, however absolute the 
grant of power may be in terms, and however correct the 
technical exercise of it may have been. That many of 
the rules nominally regulating certain specific uses of 
corporate powers are only outgrowths of this fundamen- 
tal equitable limitation, and are consequently subject to 
be modified, discarded, or strengthened, when necessary 
in order to achieve such benefit and protect such interest; 
and that entirely new remedies may be worked out in 
substitution for or supplemental to existing remedies. 
And that, in every case, corporate action must be twice 
tested; first, by the technical rules having to do with the 
existence and proper exercise of the power; second, by 
equitable rules somewhat analogous to those which apply 
in favor of a cestui que trust to the trustee’s exercise of 
wide powers granted to him in the instrument making him 
a fiduciary. 

The question is not academic. Its solution in the 
sense suggested would give greater flexibility to corporate 
managements in certain respects. It would permit them, 
when the action is actually necessary or beneficial, to do 
things in the doing of which they are now unduly ham- 
pered by technical rules. But where no showing of 
benefit can be made, and where one group within the cor- 
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poration is to be sacrificed for the benefit of another, it 
would, equally, circumscribe the use of certain apparently 
absolute powers. In this latter aspect it is noteworthy 
that for years corporate papers and general corporation 
laws have multiplied powers and made them increasingly 
absolute; that charters have to an increasing extent in- 
cluded immunity clauses and waivers of “rights.” It 
seems not to have occurred to draftsmen that, through 
the very nature of the corporate entity, responsibility 
goes with power. 

Stated thus broadly, the thesis can be supported only 
by an examination of the laAv governing every corporate 
power. As space does not permit this, five of the principal 
apparently “absolute” corporate powers are here exam- 
ined. Examination of all other powers would, as far as 
the writers’ studies have gone, lead to the same result; 
the five chosen cover a fair cross-section of the field. 

A. The power to issue stock is at all times subject to the 
equitable limitation that such issue must be so accom- 
plished as to protect the ratable interest of existing 
and prospective shareholders. 

Among the rules developed are: 

(1) The rule that the incoming shareholder must 
make a contribution which in good conscience entitles 
him to participate to the extent allowed by his shares. 

The requirement that stock be paid for has two dis- 
tinct bases in American law. One line of thought required 
that stock be paid for in order to supply a fund available 
for the protection of creditors. With this ideology we are 
not at present concerned. 

The second line was definitely based on the theory 
that every shareholder had an interest in the payment 
made by every other shareholder upon the issuance of 
his stock.’ Mathematically this is obvious; but it would 


•A clear statement of this rule is found in Luther v. Luther Co., 
118 Wis 112. 123, 94 N. W. 69. 72 (1903). the court saying; For the 
purposes of the present case, it is not necessary to consider the «n‘ssued 
stock otherwise than as mere property, over which the potvers o» 
directors arc the same as over any other assets of the corporation, 
namely, to sell to whom and at such prices as to them shall seem best 
for the corporation and all its stockholders, in the hones exerci 
the discretion and trust vested in them. Even then, however, their 
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by no means necessarily follow that the law would adopt 
the mathematical rule. Statutory provisions requiring 
payment for stock in cash or property afford no ground 
for an assumption as to which of the two lines of thought 
influenced the legislature. It was left to the courts first 
to interpret the statutes in this sense, and later to evolve 
the same result in the absence of statute and even in the 
face of provisions apparently granting to corporate man- 
agements wide latitude as to what and how much consid- 
eration should be required to justify the issuing of stock. 
As long ago as 1876 ® a requirement by statute that all 
stocks should be subscribed for “in good faith” caused 
an Illinois court to hold that stock issued for a nominal 
consideration was void ; and in this case the thrust of the 
decision was primarily the protection of other share- 
holders. 

Almost at once, however, the question arose in a new 
form. Statutory provisions generally provided for the 
issue of stock for ‘ ‘ property received. ” “ Property ” is a 
word so broad as to include almost every definable frag- 
ment of value capable of being transferred. In its wide 
sense under these provisions stock could be issued for a 
note of the subscriber (negotiable instruments being cer- 
tainly personal property), goodwill, contracts for serv- 
ices to be rendered, and a whole range of intangible 
elements of a similar sort. Commonly these provisions 


duties with reference thereto are fiduciary; they are bound to act 
uberrima fides for all stockholders. To dispose of or manage property 
of the corporation to the end and for the purpose of giving to one part 
of their cestuis que trustent a benefit and advantage over, or at the 
expense of, another part, is breach of such duty, especially when the 
directors themselves belong to the specially benefited class.” This case 
merely carried forward the line of thought marked out by the Massa- 
chusetts court in Hayward v. Leeson, 176 Mass. 310, 57 N. E. 656 (1900), 
that the fiduciary duty extends to present and prospective shareholders, 
a doctrine which in turn necessarily follows from the reasoning of the 
court in Gray v. Portland Bank, 3 Mass. 363 (1807). 

'People V. Sterling Mfg. Co., 82 111. 457 (1876), where the court’s 
difficulty arose from the fact that the voting rights granted to the 
common stock were equal to those granted to the preferred, though 
the former invested only $50,000 and the latter $950,000. Of course, 
whenever the words ”good faith’' appear, the language in and of itself 
imports a certain fiduciary quality. In normal business transactions, 
the state of mind of the opposite party is not a factor; it is enough if 
there is actual consent without deceit. 
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were accompanied by the requirement that the par value 
of stock (prior to 1912 non-par stock was unknown), if 
not paid in cash, must be paid in by a transfer of 
“property.” The courts were at once faced with the 
problem of determining whether all property could be so 
received; and if not, of distinguishing between types of 
property to be accepted and types to be rejected, and giv- 
ing a reason for the distinction. Greater latitude was 
introduced at once because, while the measure of cash is 
always cash, property must be appraised, and there is 
great leeway for difference in valuation. The judicial 
reasoning on both questions is by no means clear in its 
groundwork; but on both issues the results, particularly 
in retrospect, are astonishingly plain. Thus, courts de- 
clared a note of the subscriber insufficient consideration,® 
except when it was adequately secured,* in which case the 
security element made the note “property” within the 
terms of the now judicially amended statutes. This was 
further defined in one case where the security vras worth-, 
less stock, by throwing out even a secured note of the 
subscriber. What happened here Avas that the courts per- 
mitted the corporation to issue stock against one type of 
risk and declined to permit its issue against other types 
of risk. The obvious rationale of the decisions is that the 
former reasonably protected both creditors and stock- 
holders; the latter did neither. 

The question subsequently came up as to patents, 
obviously property, as remarked by one court, but 

^Alabama Nat. Bank v. Halsey, 109 Ala. 196, 19 So. 522 (1895); Jones 
Drug Co. v. Williams, 139 Miss. 170, 103 So. 810 (1925); Southwestern 
Tank Co. v. Morrow, 115 Okla. 97, 241 Pac. 1097 (1925); Kanaman v. 
Gahagan, 111 Tex. 170, 230 S. W. 141 (1921); see (1926) 10 Minn. L. 
Rev. 536; (1930) 39 Yale L. J. 706, 712. But it does not follow that a 
note so taken is necessarily unenforceable as against the maker, which 
has given rise to confusion in the result of these cases. See Pacific 
Trust Co. V. Dorsey, 72 Cal. 55, 12 Pac. 49 (1887); Goodrich v. Reynolds, 
Wilder S' Co., 31 111. 490 (1863); German Mercantile Co. v. Wanner, 25 
N. D. 479, 142 N. W. 463 (1913) ; Schiller Piano Co. v. Hyde, 39 S. D. 74, 
162 N. W. 937 (1917). 

* See the discussion in Sohland v. Baker, 15 Del. Ch. 431, 141 Atl. 277 
(1927). P'or a case in which the facts and the statute forced a decision 
that even a secured note was not property, see H'ah v. Oser, 93 N. J. Eq. 
280, 116 Atl. 16 (1922). 
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“There is no species of property the value of which is more uncertain 
than letters patent which secure to the patentee the exclusive right to 
manufacture the patented article. From the nature of the property, 
the real value of patents can only be determined after the invention 
is introduced and in use.” “ 

Accordingly the quality of the property was referred back 
to the question of valuation; and in respect to patents this 
is generally the rule. It will be noticed that this is a less 
rigid rule, permitting more latitude, and permitting pro- 
tection of the interests actually involved. A contract for 
the services of an outsider to help publish a history has 
been held not “property” within the meaning of these 
statutes.® Goodwill — well understood as property in 
other fields of law, and differing from tangible property 
only in that it is more difficult to reduce to definite ap- 
praisal — has been treated both ways; one case disallowed 
it completely;^ others left the question open for the de- 
termination of the possibility of a demonstrable 
valuation.® 

Once in the valuation field, judicial modification of 
liberty of action becomes even more striking. Both of the 
principal rules on the subject — the rule that stock, may 
be issued for property at its “absolute value,” as over 
and against the rule that stock may be issued for property 
upon such valuation as reasonable business men would 

® Insurance Press Co. v. Montauk Co., 103 App. Div. 472, 475, 93 N. Y. 
Supp. 134, 136-137 (1905). 

* Stevens v. Episcopal Church History Co., 140 App. Div. 570, 125 
N. Y. Supp. 573 (1910). But see Van Cott v. Van Brunt, 82 N. Y. 535 
(1880), where the work done had to be paid for in stock and such 
stock was issued in good faith. The issue was upheld even though 
the labor might not be worth the par value of the stock issued. 

Coleman v. Booth, 268 Mo. 64, 186 S. W. 1021 (‘1916), a case weak- 
ened by the fact that the circumstances raised the issue of probable 
fraud. 

•This would seem to be the rule in New York. The case of Gamble 
V. Queens County Water Co., 123 N. Y. 91, 25 N. E. 201 (1890), raised 
the problem of validity of issue of stock for water mains and connec- 
tions in adjacent territory. Concededly, the cost of the property was 
less than the amount of stock issued. Yet its strategic location might 
very well give it a value to the issuing corporation in excess of cost. 
The New York Court of Appeals directed a new trial, instructing that 
this element be taken into consideration. The prospective earning 
power of the development — substantially goodwill in the modern under- 
standing of that term-~would appear thus to be recognized at least 
in connection with tangible property. 
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approve under the circumstances * — merely give the 
courts the power to correct unconscionable issues of stock, 
whether they use the value of the consideration on the 
one hand or the directors’ morals on the other as the pri- 
mary test. The attempt to create a rule that the judgment 
“in good faith” of the board of directors shall be conclu- 
sive has received only minor support in the cases;'® but 
these holdings necessarily force back even further upon 
the board of directors the decision as to what constitutes 
a fair and conscionable consideration for the issue. 

In determining both the nature of the property for 
which stock may be issued, and the valuation at which 
property may be taken to justify the issue of stock, courts 
have consistently rejected apparently absolute tests set 
out by statute and carried forward by corporate charters, 
and have submitted (as they needs must) a test for the 
conduct of the corporate management. In practically 
every case this conduct is couched in terms of “good 
faith,” except where the situation has been carried to the 
point in which apparently the courts thought that no 
group in “good faith” could justify its action. 

The moment, however, that “good faith” is intro- 
duced in the picture the fiduciary principle is raised. 
The phrase implies good faith towards someone, arising 
out of some previous relation. The argument has never 

• See Dodd, “Stock Watering’' (1930) 57 et seq., 77. Dr. Dodd comes 
to the conclusion that there is no sharp distinction between the rules 
such as is commonly assumed by the bar, the fact being that courts 
starting from apparently opposite premises reach pretty much similar 
results. 

Among the cases in this sense are Troup v. Horhach, 53 Neb. 795, 
74 N. W. 326 (1898); Holcombe r. Trenton White City Co., 80 N. J. Eq. 
122, 82 Atl. 618 (1912); Van Cott Van Brunt, 82 N. Y. 535 (1880); 
American Tube & Iron Co. v. Hays, 165 Pa. 489, 30 Atl. 936 (1895); Kelley 
Bros. V. Fletcher. 94 Tenn. 1, 28 S. W. 1099 (1894). 

The majority rule requires that a value must be set on the prop- 
erty taken for stock such as would be approved by prudent and sensible 
business men under the circumstances, exclusive of visionary or specu- 
lative hopes. See Detroit-Kcntucky Coal Co. Bickett Coal & Coke Co., 
251 Fed. 542 (C C. A. 6th, 1910); State Trust Co. v. Turner, 111 Iowa 
664, 82 N. W. 1029 (1900) (no statute involved); Ryerson & Son v. Peden, 
303 111. 171, 135 N. E. 423 (1922); Jones v. Boivman. 181 Ky. 722, 205 
S. W. 923 (1918); Van Cleve v. Berkey, 143 Mo. 109, 44 S. W. 743 (1897) 
(result reached without benefit of statute); Gates, Admr v. Tippecanoe 
Stone Co., 57 Ohio St. 60, 48 N. E. 285 (1897) (without statutory test); 
Cole 7 '. Adams. 92 Tex. 171, 46 S. W. 790 (1898). 
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been made that directors “in good faith” would believe 
it desirable for one group of men (not otherwise contrib- 
uting) to pay one-third the contribution to the corporate 
capital required from everyone else.^^ Nor would such an 
argument find much favor in any court. The “good 
faith” phrase is merely a shorthand way of saying that 
the directors must use their power to test the quality and 
appraise the value of the consideration offered for stock 
in such a manner that creditors and shareholders will not 
be hurt. 

This is, in rough outline, the result of the cases down 
to the advent of non-par stock. With the appearance of 
this device legal concern for the protection of the cred- 
itors largely passed away.’’' There remained the proper 
protection of the interests of the other shareholders; and 
this consideration at once became paramount. Commenc- 
ing with the decision that non-par .stock could not be 
issued for nothing, as a bonus,’® there ensued a decision 
holding that such stock must be issued at approximately 
equal prices at the .same time to all concerned.” This 
decision was subsequently modified by the Circuit Court 
of Appeals into a rule that where there is an inequality 
of consideration exacted, reasons must appear justifying 
the board of directors in making the distinction.” And 
the test of justification was whether the amount of con- 
sideration required was or was not sufficient to operate 
as a protection to the remaining shareholders. 

” Conceivably, all of the parties might agree that one set of stock- 
holders should pay less than another. See the discussion in IVelton v. 
Saffery, [1897] A. C. 299 (H. L.), in which both the majority and the 
dissenting Law Lords agreed that there was nothing essentially im- 
possible in such an agreement, but differed as to whether the text of 
the statute involved permitted it. 

^Johnson v. Louisville Trust Co., 293 Fed. 857, 862 (C. C. A. 6th, 
1923), the court saying: “The generally, if not universally, accepted 
theory of the purpose of such statutes is that they are intended to do 
away with both the ‘trust fund’ and ‘holding out’ doctrines.” The court 
approved Mr. Cook’s remark that the whole theory of stock without 
par value is to let the buyer beware and let the creditor beware. 

^ Stone V. Young, 210 App. Div. 303, 206 N. Y. Supp. 95 (1924), the 
court saying that the no par stock statute is “no warrant for the gratui- 
tous distribution.” 

^ Hodgman v. Atlantic Refining Co., 300 Fed. 590 (D. Del. 1924). 

^Atlantic Refining Co. v. Hodgman, 13 F. (2d) 781 (C. C. A. 3d, 1926). 
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(2) The rule that after stock has been issued addi- 
tional stock may be issued only (a) at a price or under 
circumstances which protect the equities of the existing 
shareholders or (b) in accordance with a scheme which 
permits the existing shari'holders to protect their equities 
by subscribing for a ratable amount of the additional 
stock. 

When the stock is without nominal or par value, 
there is usually direct authority, as clear as can be de- 
rived from words, permitting the directors of a corpora- 
tion to issue stock as they see fit, when they see fit, and 
for any price they see fit. Prima facie this w’ould appear 
to be an absolute power. Actually, however, courts have 
controlled this power almost from the time its implica- 
tions became apparent. And there is manifestly no dif- 
ference between the issue of non-par stock and the issue 
of stock having par value, except that in the latter case 
statutes and charters prescribe a minimum issue price 
(the par value) payable in a more or less restricted form 
(cash, property of approved quality, services actually 
rendered). The situation is approximately the same in 
both cases, however, barring only this statutory 
restriction. 

Even statutory restrictions involving a minimum 
price upon the issue of par value stock have been swept 
away by the courts under circumstances in which it ap- 
peared that the position of the corporation did not permit 
the issue of par value stock for its par value,*® but in 
these cases the courts required that it should be made to 
appear both that the stockholders had assented or w'ere 
protected under all the circumstances, and that creditors 
would not be prejudiced. Faced even wdth an apparent 
restriction, the courts evolved an equitable principle to 
the eflfect that under the circumstances indicated the re- 
striction could be ignored. 

Early in the history of corporation law the equitable 
principle was developed that prima facie the directors, 
despite their power to issue stock, must so issue it that 


V. Stuls, 139 U, S. 417 (1891). 
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the stockholders would be given an opportunity to pro- 
tect their equities by subscribing to ratable shares of new 
stock. This rule, evolved in 1807, in Gray v. Portland 
Bank," probably was misunderstood by the bar and by 
courts generally. An examination of the facts in that 
case indicates that some members, at least, of the court 
did not undertake to lay down a piece of judicial legisla- 
tion requiring the management to offer stock promiscu- 
ously to all shareholders. The court did hold that in that 
particular situation the issue of additional shares without 
permitting a shareholder to subscribe impaired his 
equity.” Judge Sewall observed that an incorporation 
for a bank was “a trust created with certain limitations 
and authorities, in which the corporation is the trustee for 
the management of the property, and each stockholder a 
cestui que trust according to his interest and shares,” ” 
and he went on to say that the power to the corporation 
was “not a power granted to the trustee to create another 
interest for the benefit of other persons than those con- 
cerned in the original trust, or for their benefit in any 
other proportions than those determined by their subsist- 
ing shares. ” It followed that the power to increase the 
number of shares did not “abolish the security of the 
members first engaging in it in the beneficial interest and 
property they might acquire in the institution. ’ ’ The con- 
clusion was that plaintiff’s loss could be compensated by 
allowing him the market value of the shares he was 
entitled to at the time when he demanded his certificates, 
and they were refused to him. The thrust of the case was 

rfL_ 

”3 Mass. 363 (1807). 

It is noticeable that the court was preoccupied with working out 
a remedy. The preemptive right was arrived at after the court had 
excluded the possibility of specific relief or of restoration of the stock, 
and had pointed out that the accumulated dividends were in the hands 
of third persons, and that the plaintiff had not paid for the stock any- 
how Judge Sewall thereupon came to the conclusion: “Upon the 
whole, 1 am of the opinion that the plaintiff’s loss in this case will be 
compensated, by allowing him the market value of the shares he was 
entitled to at the time he demanded his certificates, and they were 
refused to him” (3 Mass, at 381), the theory being that at that time 
the plaintiff could have bought an equivalent number of shares in the 
open market. 

"3 Mass, at 379. 

^Ibid. 
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that, relying on equitable principles to find the right, the 
court used equal latitude in evolving a remedy compensat- 
ing the particular plaintiff. 

This was the nascence of the so-called preemptive 
right. It would by no means follow that the preemptive 
right should attach in every case. But the spirit of the 
last century sought specific and rigid rules, and built up 
the doctrine here laid down into a rule that all additional 
shares, whenever issued and whatever the circumstances, 
were always subject to a preemptive right. Necessarily 
the very rigidity of the rule led to equally arbitrary ex- 
ceptions. Some courts declined to attach the preemptive 
right to previously authorized but unissued stock (obvi- 
ously fearing that the first subscriber to the share of stock 
would promptly claim a preemptive right to the entire 
balance of the issue) courts declined to extend the right 
to treasury stock and the mistake of a New Jersey vice- 
chancellor who was pressed for a quick decision over a 
lunch hour led to the evolution of a third exception — the 
issue of stock for property.’’^ None of these exceptions, 
perhaps, need have been labored as the courts evolving 
them seemed to think necessary. It would have been 


” Such was the law in New York under the case of Archer v. Hesse, 
164 App. Div. 493, 150 N. Y. Supp. 296 (1914), but the doctrine 
received a rude shock in Dunlay v. Ai'enue M. Garage Co., 253 N. Y. 
274 (1930), holding that authorized but unissued shares could be 
issued without preemptive right only where it is “reasonably neces- 
sary to raise money to be used in the business of the corporation rather 
than the expansion of such business beyond the original limits. ’ This 
is the kind of distinction which satisfies a meticulous jurist and drives 
a business man to distraction. Must 1, says he, determine at my peril 
whether or not the money I expect to raise by selling stock is for 
"the business” of my corporation or “the expansion of such business ? 


’‘Borg V. International Silver Co., 11 F. (2d) 147 (C. C. A. 2d, 1925). 

^Meredith t'. New Jersey Zinc 5* Iron Co., 55 N. J. Eq. 211, 37 Atl. 
539 (1897). See the comment in Berle, Cases and Materials in the Law 
of Corporation Finance 344. Prof A. H. Ftcy of Duke University 
first pointed out publicly the exceedingly dubious basis on which this 
exception was based in 38 Yale L. J. 563 (1929), and in drawing an 
early draft of the Restatement of the Law of Business Associations, 
he endeavored to eliminate the exception. The massed opposition of 
the corporate bar, however, compelled the recognition of an exception 
to the preemptive right rule wliere stock is 

later drafts. See also Thom v. Baltimore Trust Co., 158 Md. 352, 148 
Atl. 234 (1930). 
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simpler to observe that the circumstances in respect to 
these particular transactions required no preemptive 
right to protect adequately the interests of the existing 
shareholders. The case finally came up of an additional 
issue of preferred stock which could not by any possibility 
affect either the amount of the equity of existing share- 
holders or their proportionate voting control; the New 
Jersey court was forced to say that in such circumstances 
there was no reason for the rule and it thereupon dis- 
appeared.** Commentators on this situation, with vary- 
ing degrees of emphasis but with considerable unanimity, 
have been forced to two conclusions: first, that the pre- 
emptive right, while a rough and ready protection to 
common shareholders in a corporation having only a 
simple capital structure, did not fit many situations 
where there was a complex capital structure, and fre- 
quently was unnecessary even in the simpler cases; sec- 
ond, that the so-called preemptive right was not a right 
at all, but a remedy — a remedy evolved out of equitable 
principles — and that unless a situation appeared calling 
for a remedy and requiring this particular remedy the 
right should not necessarily be assumed to exist.*® 

The only conclusion that can be drawn from the 
tangled history of preemptive rights is that the doctrine 
arose from an attempt to impose an equitable limitation 
on an apparently absolute power of directors to issue 
stock ; that it should never have hardened into a rigid rule 
of law, and that it should revert to its original status as 
a remedy, available in equity and possibly, by transposi- 
tion, at law. But it should be considered merely as one of 
many possible remedies — certainly not an exclusive one 
and not necessarily, though usually, the best one. 

In cases where, by reason of the exceptions to the pre- 
emptive right doctrine, no such right existed, courts have 


102 88 N. J. Eq. 237, 

■D Shareholders” (1930) 43 Harv. L. 

m of Stockholders to New Stock” (1908) 

M VaU I I Shareholders Pre-emptive Rights” (1929) 

42 Harv L Preemptive Right of Shareholders” (1928) 
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had no difficulty in applying equitable remedies of other 
sorts and kinds. Thus a Wisconsin court enjoined the 
issue of shares where the sole motive was to permit the 
directors to augment a rapidly melting majority;®* a fed- 
eral court insisted that a sale of treasury shares must be 
made either at public auction or at a price which demon- 
strably would maintain the equities of the existing share- 
holders.*® Non-par stock without a preemptive right was 
held to be of such nature that the price paid for it must 
adequately protect the existing equities.®* At this point, 
however, courts ran into a familiar business situation. 
Not infrequently it is worthwhile to have a substantial 
shareholder even though equities are sacrificed to bring 
him in. Such was the ease in Atlantic Refining Co. v. 
Hodgmanf‘^ and the situation being made plain, the court 
sanctioned a scheme by which existing equities of ap- 
proximately $16 were sacrificed to permit the entrance of 
the Atlantic Refining Company on payment of $8 a share 
in view of the added strength which that company lent 
to the issuing corporation through its connections, its 
goodwill, and its business tactics. So, a Delaware court 
sanctioned the issue of non-par stock at $25 a share, 
though its market value was $40 a share, where it ap- 
peared that the stock was being offered preemptively to 
existing shareholders and that the offer of such stock at a 
low price made it possible for the corporation to obtain a 
higher price for shares issued to outsiders with full 
knowledge of the facts. 

The language of the Delaware court in connection 
with the issue of no par stock is interesting not merely as 
regards the issue of such stock, but for its bearing on the 
general thesis of this chapter. After pointing out the ab- 


•• Luther v. Luther Co., 118 Wis. 112, 94 N. W. 69 (1903). 

Borg V. International Silver Co., 2 F. (2d) 910 (S. D. N. Y. 1924). 
The history of the handling; of the sale of this block of treasury stock is 
peculiarly interesting as an exercise of the equitable power to protect 
shareholders in the case of stock freed from the so-called technical rule 


of preemptive right. 

"Atlantic Refining Co. v. Hodgman, 13 F- 
1926); Bodell v. General Gas & Elec. Corp., IS Del. Ch. 119, 132 Atl. 442 
(1926). 


*• Supra note 281 
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solute authority which directors had to issue such stock 
at any price they deemed fit, the Chancellor said: 

“The statute does not impose any restraint upon the apparently 
unbridled power of the directors. Whether equity will, in accordance 
with the principles which prompt it to restrain an abuse of powers 
granted in absolute terms, lay its restraining hand upon the directors in 
case of an abuse of this absolute power, is another question which will 
be presently considered and answered in the affirmative. Not- 

withstanding the absolute character of the language in which the power 
to the directors is expressed, it cannot be that a court of equity is 
powerless in proper cases to circumscribe it. The section requires the 
directors to fix the consideration. It certainly would be out of all 
reason to say that no court could review their action in fixing it.” 

And the court went on to point out that directors stood 
in the situation of fiduciaries; and while not “trustees in 
the strict sense of the term, yet for convenience they have 
been described as such.” 

The foregoing is by no means a complete resume of 
the limitations which courts have thrown around the issue 
of shares despite an apparently absolute power granted 
to the management. Enough has been said, however, to 
indicate the completeness with which the apparently ab- 
solute power has been circumscribed, and the principal 
lines of limitation which have been thrown around this 
power. 

B. The power to declare or withhold dividends must he so 
used as to tend to the benefit not only of the corpora- 
tion as a whole but also of all of its shareholders to 
the extent that this is possible. 

Among the rules worked out are: 

(1) The rule that dividends must be withheld only 
for a business rea.son; private or per.sonal motives may 
not be indulged. 

The statute and charter alike accord to the directors 
the power to declare dividends, and impose no limitation 
on them in so doing or declining so to do except 
(normally) that dividends may not be declared out of 
capital or (in most instances) where the capital is im- 
paired. Beyond this their power is at least nominally 
absolute. Despite this, where dividends were withheld 


*Bodell V. General Gas & Elec. Carp., supra note 28, at 128-9. 132 
Atl. at 446. 
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in a family corporation apparently because the father of 
the family decided that the shareholders who were other 
members of the family needed discipline, a court directed 
the declaration of dividends.®* In another case, where the 
object of Avithholding dividends was to depress the price 
of stock in the market, presumably to enable the manage- 
ment or its friends to buy in such stock at a lower price 
(a process colloquially called “freezing out”), the court 
again intervened.®® Where, also, the primary object of 
the transaction was to accumulate a large surplus ulti- 
mately available for objects which Mr. Henry Ford 
believed to be to the general good of the community, an 
order was made requiring the declaration of dividends;®® 
and generally, where dividends are “unreasonably with- 
held” courts have interfered to control the use of the 
power.®® 

(2) The rule that dividends may not be withheld so 
as to benefit one class of stock as against another class, 
save where there is a business situation requiring such 
action. 

The rule stated in the caption has been the subject 
of controversy in recent years. Wherever the corporate 
charter includes in its financial structure non-cumulative 
stock or its equivalent (participating preferred stocks 
form such equivalent in a great majority of instances) 
it is possible, by timing the dividend declarations prop- 
erly, to withhold earnings and to use these for the 
purpose of building up surplus which subsequently falls 
to junior stock. A New Jersey court and two federal 
courts came to the conclusion that where dividends were 
earned, they must be either declared or set aside as a 
dividend credit to the stock which would have been en- 
titled to such dividends had they been declared annually 
or periodically.®® This doctrine must be regarded as 

” Channon v. Channon Co., 218 111. App. 397 (1920). 

Anderson Dvrr, 94 Minn. 30, 101 N. W. 1061 (1904). 

^•Dodffe V. Ford Motor Co., 204 Mich. 459, 170 N. W. 668 (1919). 

^ See Wilson v. American Ice Co., 206 Fed. 736, 745 (D. N. J. 1913). 
The cases are collected in (1919) 14 C. J. § 1235. 

* Basset v. United States Cast Iron Pipe Co., 75 N. J. Eq. 539, 73 Atl. 
514 (1909); Collins v. Portland Elec. Power Co., 12 F. (2d) 671 (C. C. A. 
9th, 1926); Barclay v. Wabash Ry., 30 F. (2d) 260 (C. C. A. 2d, 1929). 
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shaken if not completely overset by the recent Supreme 
Court ruling in Barclay v. Wabash R. ii.*® 

That decision does not go as far as is currently sup- 
posed, since the only ratio decidendi is that although non- 
cumulative dividends, earned but unpaid, have not been 
paid out to the non-cumulative preferred shareholders, 
dividends may, nevertheless, be paid to the common stock 
provided the non-cumulative dividend for the year in 
question has been declared and paid. The facts are worth 
a glance. The Wabash Railroad had issued non- 
cumulative preferred stock. Over a period of years the 
unpaid dividends on this stock amounted to some 
$16,000,000. Year by year the railroad had earned suffi- 
cient profits to pay these dividends had the directors 
elected to declare them. The directors did not do so, but 
converted the earnings into surplus. Finally, having paid 
the dividends on the non-cumulative stock in one year, 
they then undertook to inaugurate dividends on the com- 
mon. A bill for an injunction was brought by a preferred 
shareholder; and the Supreme Court reversed a decision 
of the Circuit Court of Appeals granting the injunction. 
It is to be noticed, however, that the payment of divi- 
dends to the common stock in no way cut into the 
$16,000,000 accumulated by withholding dividends on the 
cumulative preferred; the question remains open, there- 
fore, as to the ultimate disposition of the surplus so cre- 
ated. Even assuming that the Wabash case would permit 
the distribution of this surplus to the common sharehold- 
ers, as by a liquidation or in subsequent dividends, the 
Supreme Court above and the dissenting opinion by 
Judge Learned Hand below both indicated that where 
withholding the non-cumulative dividend was unreason- 
able, a preferred shareholder could bring his suit to com- 
pel the declaration of the dividends; and Judge Hand 
intimated that a design to withhold dividends on the one 
class of stock so as to benefit the junior stock would in 
and of itself (and nothing appearing to the contrary) be 
evidence showing unreasonableness. 

••280 U. S. 197 (1930), rev’g Barclay v. Wahash Ry.. 30 F. (2d) 260 
(C. C. A. 2d, 1929). 
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It would seem, therefore, that by way of dictum at 
least, even the jurisdictions following the Wahash case 
have indicated a certain measure of equitable protection 
where the declaration of dividends is manipulated pri- 
marily with a view toward benefiting one class of stock 
as against another class, leaving latitude only where a 
business situation exists in which it may reasonably be 
said that the withholding of the dividend will ultimately 
work for the benefit of the corporation as a whole, and 
that the benefit will be spread with substantial equity 
over the various classes. 

(3) The rule that there may be no discrimination 
between shareholders of the same class, and no discrimi- 
nation between any shareholders except as provided in 
the charter. 

This rule, whether worked out in equity or from a 
“presumed interpretation” of simple contract, is funda- 
mental.”’ It requires no discussion here save to point out 
that it forms one of the standard safeguards in equity 
against the unreasonable manipulation of dividend 
policy. 

C. The power to acquire stock in other corporations must 
be so used as to tend to the benefit of the corporation 
as a whole and may not be used to forward the enter- 
prises of the managers as individuals or to subserve 
special interests within or without the corporation. 
The rule above stated is probably honored more in 
breach than in present practice, but there seems to be no 
reason to doubt its existence as a matter of law. The 
rule has a history which may be briefly sketched here. 
Leaving aside special restrictive statutes of which there 
are many, and assuming a full kit of statutory and charter 
powers to purchase stock, courts have, nevertheless, lim- 
ited the use of this power almost from the beginning of 
corporate history.’* Thus it has been insisted that where 

*’ Cases are collected in (1919) 14 C. J. § 1236. 

• The first line of limitation was that the mere existence of a cor- 
poration implied that its powers should be exercised and its capitol 
extended through its own officers and employees and not indirectly 
through another corporation operated under its control. Anglo-Amen- 
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one corporation purchases stock in another, such purchase 
must tend to forward the “primary” purpose of the cor- 
poration; as one court said, 

“whether the purchase of stock in one corporation by another is ultra 
vires or not, must depend upon the purpose for which the purchase was 
made, and whether such purchase w'as, under all the circumstances, a 
necessary or reasonable means of carrying out the object for which 
the corporation was created, or one which under the statute it might 
accomplish.” ® 

This would mean little if the “object” of the corporation 
could be ascertained by merely reading the “object 
clauses” in its charter. It seems plain, however, that in 
ordinary circumstances the situation is more complicated 
than that. For instance, although the Prudential Insur- 
ance Company certainly had power to purchase stock, 
where it proposed to buy a majority of the stock of the 
Fidelity Trust Company which already owned a majority 
of stock in the Prudential Insurance Company, and the 
result of the scheme was to create a situation in which 
the management could maintain itself perpetually in of- 
fice, the court observed that the purchase was not for the 
purpose of making an investment (which the insurance 
company could do) but for the purpose of carrying out a 
scheme of corporate control of advantage to the manage- 
ment individually.*® Accordingly, the transaction was 
enjoined. One may suggest that a so-called investment 
trust which used its funds for the purchase of shares not 
primarily for investment but for the purpose of obtaining 
control of a corporation to the advantage of the managers 
of the investment trust, would come under the same 
condemnation.*' 

can Land Co. v. Lombard, 132 Fed. 721, 736 (C. C. A. 8th, 1904); see also 
People V. Chicago Gas Trust Co., 130 111. 268, 22 N. E. 798 (1889); Elkins 
V. Camden & Atlantic R. R., 36 N. J. Eq. 5 (1882). 

Hill V. Nisbet, 100 In d. 341, 349 (1884). 

^ Robotham v. Prudential Ins. Co., 64 N. J. Eq. 673, 53 Atl. 842 (1902). 

This is a problem which should be a matter of general concern. 
Some billions of dollars have been acquired by so-called “investment 
trusts.” The theory is that the investment trust managers or officers 
can supplant the individuals in the management of funds, with advan- 
tage to the latter by reason of the peculiar experience and information 
which the managers have. These rapidly turn up as devices by which 
the investment trust managers purchase actual or partial control of a series 
of unrelated corporations. Dillon, Read & Co. are said by this means 
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Purchases of stock by one corporation in another 
commonly fall into two categories. In the one case the 
purchase does not involve control of the corporation 
whose stock is being purchased. In this situation nor- 
mally the only problem is whether the purchase can fairly 
be treated as an investment by the purchasing corpora- 
tion. The second category involves situations in which 
the purchasing corporation acquires control over a second 
corporation by buying a controlling block of its stock. 
Here the naked power to purchase is an insufficient justi- 
fication. Transactions have been steadily enjoined unless 
the corporation can justify its purchase on the ground 
that the controlled corporation may furnish facilities or 
materials in carrying out its objects, or is engaged in sub- 
stantially the same enterprise, or that the purchase aids 
the corporation in carrying on its business.*’* Failing 
such justification, the purchase is frequently enjoined. 

The ground of prohibition is commonly called “ultra 
vires.” At first blush this seems to be a long way from 
equitable limitation. Yet on closer analysis it develops 
that the words, “ultra vires” are here used in a sense 
quite different from that usually applied to the familiar 
phrase. The courts do not deny the “power” to make the 
purchase. What they say is that by reason of the object, 


to have obtained representation on the board of the Rock Island Rail- 
road. It was charp^ed that by this means Cyrus Eton sought to control 
the Youngstown Sheet & Tube Co. These are two of many instances. 
There is no reason why a corporation may not agree with its share- 
holders not to use a power which the law accords it. There is, like- 
wise, no reason w'hy such agreement may not be spelt out from the 
circumstances under which stock was sold-— this would be the case 
in many of the so-called “investment trust * stocks. 

** Among the many ca^es may be cited: Edwards v. Interiuitional 
Pavement Co., Ill Mass. 206, 116 N. E. 266 (1917) ; Ferna/rf v. I^lon Co., 
246 Mass. 64, 140 N. E. 421 (1923); Dittman v. Distillxng Co of Amerxca 
54 Atl. 570 (N. J. Ch. 1903); State v. Missouri Pac. Ry., 237 Mo. 338, 141 
S. W. 643 (1911); Ellerman v. Chicago Junction Ry., 49 N. J. Eq. 217 ^3 
Atl. 287 (1891). On the other hand, see: Sumner v. Marcy\ Fed* Cas 
13,609 (D. Me. 1847); Pauly v. Coronado Beach Co., 36 Fed "128 u 
Cal. 1893); Savings Bank v. Meriden Agency, 24 Conn. 159 (1855) ; Hunt 
V. Hauser Malting Co., 90 Minn. 282, 96 N. W. 85 (J^3) ; <?/ Com- 

merce v. Hart, 37 Neb. 197, 55 N. W. 631 (1893); Nebraska Shirt Co. v 
Horton, 93 N. W. 225 (Neb. 1903). In these last cases purchase of 
stock by a corporation in another corporation was enjoined, the theory 
being that the object of such purchase did not tend to fulfil or round 
out the primary objects of the buying corporation. 
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the power is not well exercised. The only conclusion 
which can be drawn is that the courts have weighed the 
power in the light of the circumstances and have in cer- 
tain cases declined to sanction its use — a position quite 
different from asserting that the power does not exist. 
The criteria adopted in cases where the purchasing cor- 
poration is buying control of another, concern manage- 
ment issues in practically every case — a comparison of 
the purposes of the two corporations, an examination of 
the relation between them, an assessment of the motive 
with which the purchase is made. Unless a reasonable 
connection can be found between the purposes, and an 
advantage to the corporation arises from linking the two 
concerns, and the motive has been to benefit the corpora- 
tion as a whole, the purchase stands a good chance of 
being thrown out, although the paper authority is on its 
face unlimited." 

Manifestly, we are only on the eve of a development 
of law in this respect. Of recent years aggregations of 
capital have been collected from the public sale of stock 
in corporations with paper powers which are broad 
enough to permit them to rove the world at will. These 
are nominally supposed to be “investment” or “trading” 
corporations. Presently, however, it develops that their 
funds have been so invested as to give control of one or 
more enterprises to the bankers managing the so-called 
investment or trading companies. In other words, the 
purpose of the corporation is investment; but the power 
to purchase stock has been used, not for investment pur- 

“The question remains open as to whether a corporation may not 
have^as its primary purpose the use of its fqnds in a fashion analogous 
to a "blind pool.” The older corporation statutes do not readily permit 
a corporation so to state its objects. The modern corporate form does 
permit precisely this. It would seem that the avowed object of the 
corporate management, particularly as announced to the public in the 
publicity surrounding the issue of its stock, might well indicate the 
“primary purposes" sought for in these cases. 

In any case, a studied trend toward liberality in permitting pur- 
chases of stock in other corporations is noticeable. One reason for this 
seems to be that no field of business is necessarily disconnected from 
any other field under the prevailing circumstances; it would be a 
courageous court which would undertake to tell the directors of an 
enterprise that another area of business necessarily lay outside the 
scope of reasonable and profitable connection with their enterprise. 
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poses, but to forward the control of the managing group 
in extraneous fields. The “investment trust” has sud- 
denly become a holding and management company. 
Qwere if this was the “object” of the corporation. 

D. The reserved power of the corporation to amend its 
charter must he so exercised that the result will tend 
to benefit the corporation as a whole, and to distribute 
equitably the benefit or the sacrifice, as the case may 
be, between all groups in the corporation as their in- 
terests may appear. 

Since the power to amend the charter or by-laws is 
normally conferred on a majority of shareholders, we are 
manifestly now dealing with a somewhat different group 
from that heretofore considered. In principle, however, 
this would seem to make little difference. A power in the 
one case exercised by the directors is here exercised by 
the majority. There is a difference in one respect. The 
vote of shareholders would at least tend to create a pre- 
sumption that the action taken benefited all of such share- 
holders." The presumption is apparently subject to be 
rebutted either by proof that the majority is a compact 
group having interests adverse to the corporation as a 
whole or to the other classes,*® or, possibly, by the mere 
fact of adverse interests, though this last is not so clear. 
Ultimately courts may take judicial notice of the 
“rubber-stamp” quality of most stockholders’ votes. 

"See Berle, “Studies in the Law of Corporation Finance" (1928) 
("Non-voting Stock and Bankers’ Control”). And the presumption 
would certainly not exist as regards shares which did not vote. For 
instance, in the case of a vote of common stockholders reducing capi- 
tal and thereby reducing the “cushion” or security behind preferred 
shares, which did not vote on the reduction. 

* The language of the court in Davis v. Louisville Gas & Elec. Co., 
142 Atl. 654 (Del. 1928), would seem to indicate this. The court, after 
remarking that where a large majority of stockholders have voted for 
the change there is a presumption of good faith, then examined where 
stock most hurt by the amendment was held, and pointed out that 
since the management itself stood to be most prejudiced by the change, 
the presumption of good faith would be difficult to rebut. But the 
implication is plain that the presumption is rebuttable. One may teel. 
however, that in the Davis case the court’s examination of the tacts 
was hardly adequate. A public utility holding company (the majority 
holder in the Davis case) might well have an interest in sacrificing 
both its own and the minority interests in one company in order 
thereby to forward the interests of a quite diiterent company. 
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In general, however, power granted to a majority 
must be regarded as standing on the same footing with 
power granted to the management. While an individual 
shareholder normally is not required to exercise his vot- 
ing rights in a fiduciary capacity,*® nevertheless the power 
of a majority is subject to certain equitable limitations, 
which appear to differ under varying states of fact. 
Thus, a majority composed of scattered shareholders, not 
actuated by a unifying interest, nevertheless must not so 
exercise its power as to “confiscate” the rights of the 
minority, nor so as to oppress them unreasonably.*' The 
mere power concentrated in the hands of, say, a parent 
corporation, or of the management itself, appears to be 
tested by rules almost exactly like those applicable to 
boards of directors. Where the majority power is in fact 
exercised by or through the management or its control, 
courts take cognizance of that fact.*® 

To the principle of equitable control of the power to 
amend the certificate of incorporation, there seems to be 
not a single exception in any American jurisdiction. The 
stringency of the control varies. In substantially all 
states it is held that no amendment of the certificate of 
incorporation can interfere with certain specific rights. 
The principal example of this is the right of a holder of 
cumulative preferred stock to be protected against any 
amendment which disturbs accrued unpaid cumulative 
dividends.** This is familiarly spoken of as a “vested 

"North-West Trans. Co. v. Beatty, [1887] 12 A. C. (P. C.) 589- 
Camden & Atlantic R. R. v. Elkins. 37 N. J. Eq. 273 (1883) (but quaere 
whether this case would be decided in the same manner today). 

"New Haven & Darby R. R. v. Chapman, 38 Conn. 56 (1871); Perkins 
V. Coffin, 84 Conn. 275, 79 Atl. 1070 (1911); Lonsdale Corp. v. Interna- 
tional Mercantile Marine Co.. 101 N. J. Eq. 554, 139 Atl. 50 (1927); Kent 
V. Quicksilver Mining Co., 78 N. Y. 159 (1879). 

"Central Trust Co. v. Bridges, 57 Fed. 753 (C. C. A. 6th, 1893)- 
Ktwanaugh v. Kavanaugh Knitting Co., 226 N. Y. 185, 123 N. E. 148 
0919). The same rule in a different form appears in Farmers’ Loan & 
Trust Co. V. New York & Northern Ry., 150 N. Y. 410, 44 N. E. 1043 
(1896). See also Outwater v. Public Serv. Corp. of New Jersey infra 
note 56. ' 

V. Providence Biltmore Hotel Co.. 34 F. (2d) 533 (D. R. I. 

A*nencan Pub. Util. Co., 14 Del. Ch. 136, 122 Atl. 696 
(1923); Lonsdale v. International Mercantile Marine Co., 101 N. J. Eq. 
554, 139 Atl. 50 (1927). But even this right was questioned in WindhuTst 
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right/' though the phrase states a conclusion rather than 
an argument. As a matter of strict English, the right to 
have unpaid cumulative dividends charged as a pref- 
erence against the net assets of the corporation, seems not 
different in kind from the right to receive a preference 
on liquidation up to a stated amount. As such, the former 
would seem to be as subject to amendment as the latter 
under a reserved power to alter “preferences.” Never- 
theless, practically every case on the subject prohibits an 
amendment modifying accrued cumulative dividends, 
substantially on the theory that to do so is an oppression 
of the preferred shareholder. 

Certain states, notably New Jersey, enlarge this area 
of ‘ ‘ vested rights. ” A majority of jurisdictions appear 
to permit the amendment upon a showing that the busi- 
ness interests of the corporation, including the class of 
stock whose preferences are affected, require the change. 
Even Delaware, the loosest of jurisdictions, suggests, 
obiter, that if a showing can be made that the majority is 
acting adversely to the minority, primarily to benefit 
itself as against the minority, without corresponding 
compensation through business strength or otherwise to 
all concerned, an injunction will issue.®' This process of 
advantage to one group at the expense of another is 
usually described under the loose and somewhat mislead- 
ing term “fraud”; but the meaning seems plain. 

The majority of amendments, even those cutting 
down specific contract rights such as the right to a fixed 
dividend, the right to a fixed preference in assets, and the 
right to a stated participation, are commonly sustained; 
but no court seems to have based its decision on the naked 
power to amend. In every case, the equities have been 
examined, the business situation considered, and the rea- 
soning upholding the amendment has been grounded on 
the theory that the amendment was under the peculiar 

Central Leather Co.. 101 N. J. Eq. 543. 138 Atl. 772 (1927), where the 
corporation was in such bad condition that failure to modify such rights 
might have been disastrous. 

Lonsdale v. International Mercantile Marine Co., supra note 49. 

Davis V. Louisville Gas ^ Elec. Co., 142 Atl. 654 (Del. Ch. 1928). 
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circumstances equitable for all concerned. There may be 
dispute on the facts; there certainly is groxmd for believ- 
ing that few dissenting stockholders are in a position to 
cope with the management (which commonly represents 
the majority) in a battle to determine where the business 
interests of the group as a whole really lie. But it can 
not be said that the results lend any color to the proposi- 
tion that an absolute right to amend the charter has ever 
been recognized despite the plain power granted by stat- 
ute and carried forward by appropriate provision in the 
certificate of incorporation. 

E. The power to transfer the corporate enterprise to an- 
other enterprise by merger, exchange of stock, sale 
of assets or otherwise, may be exercised only in such 
a manner that the respective interests of the share- 
holders of all classes are respectively recognized and 
substantially protected. 

Substantially all corporate statutes today grant to 
corporations created under them the power to unite with 
other enterprises or to transfer their activities to other 
corporations. Various mechanisms are provided to this 
end. The old power to merge and consolidate is historic ; 
the power to lease all of the assets followed; today, the 
result is more often obtained by a sale of the assets to the 
acquiring entity in return for an assumption of all liabili- 
ties and for a block of stock, which stock is in turn distrib- 
uted to the stockholders of the transferring corporation. 
Another method is the individual transfer by sharehold- 
ers of their stock in exchange for stock of the acquiring 
corporation, or in exchange for stock of a holding com- 
pany, the process becoming complete when a controlling 
majority of the shares of stock has been so exchanged. 
Financial jargon lumps all these processes, as well as 
other more recondite methods, under the loose word 
“merger.” 

This power was not inherent in a corporation; his- 
torically, it could be exercised only by unanimous con- 
sent.** Under an early decision, the power to sell the 

"See Ballantine, “Corporations” (1928) 594-95. 
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assets, for example, did not include the power to take 
stock of another corporation in compensation and to force 
this stock down the throats of the old shareholders; but 
the ground of the decision was lack of power, not misuse 
of power.®* The modem statute, however, contains such 
authority, and the modem corporate charter carries for- 
ward the authority by inserting an appropriate provision 
suggesting corporate action by which the authority may 
be exercised. 

In its earlier phases, it was thought that the validity 
of a merger was tested by power only — a decision flatly 
contrary to the thesis of this chapter. A federal court 
once remarked that where a sale of assets had taken place 
and the proceedings conformed to the organic law, it did 
not matter “that the majority were actuated by dishonor- 
able or even corrupt motives, so long as their acts were 
legitimate. In equity, as at law, a fraudulent intent is not 
the subject of judicial cognizance unless accompanied by a 
wrongful act. ’ ’ Subsequent decisions, however, have 
obliterated this doctrine. Thus in Windhurst v. Central 
Leather Co.,^^ the court remarked: “Every case must 
to some extent stand on its own facts as they are af- 
fected by the principles and doctrines of equity,” a de- 
cision which sets out substantially the doctrine of the 
modem cases. So, where a corporation owned proper- 
ties leased to a public service corporation,®* the corporate 
income being the lease rental, and the lessee corporation 
acquired a majority of the stock of the lessor and then 
attempted to force a sale of the assets in consideration 
of preferred stock of the lessee corporation, the trans- 
action was enjoined since in substance the rights of the 
stockholders of the lessor were being reduced from a 
first charge on the property of the lessee by way of 


" International & Great Northern R. R. v. Bremond, 53 Tex. 96 (188^. 
** Ervin v. Oregon Ry. & Nav, Co., 20 Fed. 577, 5^ (C. C. S. D. N. Y. 
1884), afTd, 27 Fed. 625 (C. C. S. D. N. Y. 1886). The quotation belies 
the actual decision ; the court ultimately held the transaction inequita- 
ble, and charged the new corporation’s assets with a lien in tavor ot 
complainants. 

“ 101 N. J. Eq. 543. 138 Atl. 772 (1927). xi t ir axi 

" Outtmter v. Public Serv. Corp. of New Jersey. 103 N. J. Eq. 461, 

143 Atl. 729 (1928). 
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rental, to a junior charge in the form of preferred divi- 
dends. The court made an added point of the fact that 
the preferred stock was redeemable in three years, so 
that the transaction amounted to an option by the lessee 
corporation to buy out its lessor. In that case, the court 
did not even require a showing of actual fraud; and, 
after conceding that the merger agreement was “in legal 
form,” remarked, “The agreement calls for careful judi- 
cial scrutiny, and the burden is on the majority to show 
that the consideration is fair and equitable, and judg- 
ment, as to fairness, is not to be influenced by the heavy 
vote of approval, as it otherwise would be if the vote 
were independent.”®^ The last remark was, of course 
occasioned by the fact that the majority stock voting in 
favor of the transaction was owned by the lessee cor- 
poration which benefited from it. An earlier case, Jones 
V. Missouri-Edison Elec. dealt with a merger, like- 
wise carried out in scrupulous accord with the legal re- 
quirements, in which the equities of the shareholders of 
one of the merging corporations were tremendously 
diluted. Here, the merger was an accomplished fact and 
the eggs could not be unscrambled. The appellate court 
remanded the case to the court below with instructions 
to work out appropriate relief, and pointed out that the 
directors were in substance trustees for shareholders, 
that a majority having control was in much the same 
position, and that a dilution of the equity of the minority 
was a breach of trust. The court took occasion to say: 
“The fraud or breach of trust of one who occupies a 
fiduciary relation while in the exercise of a lawful power 
is as fatal in equity to the resultant act or contract as 
the absence of the power.” ®* 

In a New York case, Colby v. Equitable Trust Co.,^° 
the court faced a situation in which there was a dilution 
of the stock in one of the merging corporations. On 

" Ibid, at 464, 143 Atl. at 730. 

"135 Fed. 153 (E. D. Mo. 1905), aff’d, 144 Fed. 765 (C. C. A. 8th, 
1906) 

* 144 Fed. at 771. 

• 124 App. Div. 262, 108 N. Y. Supp. 978 (1908). 
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examination, however, the business situation indicated 
that that corporation had been running a losing race and 
was facing an uninviting future. The court, taking these 
facts into consideration, came to the conclusion that the 
merger was not “so unfair and unconscionable . . . 

that a court of equity should interfere and prevent its 
consummation.” There are many similar cases. Though 
an equitable limitation was applied in favor of pro rata 
control when additional stock was issued, the fact that 
proportionate control is diluted by a process of merger 
seems not to be persuasive.®' Whether this is because 
courts today take a more realistic view and recognize 
pro rata control as not being worth very much, or be- 
cause its loss is not a sufficient consideration to over- 
balance the business interests involved, does not appear; 
but few students of corporate problems will quarrel with 
the conclusion. 

Though by no means complete, the foregoing sub- 
stantially summarizes the position of courts in regard to 
the power to consummate a merger. In Pennsylvania an 
archaic rule requires that no merger be consummated 
unless the shareholder is given an option to be paid out 
in ca.sh,®® but generally the equitable limitation seems 
undisputed; and even under the Pennsylvania rule it 
would appear that the courts involved were struggling 
for an automatic right compensating the shareholder for 
his loss of position, much as the Massachusetts court in 
Gray v. Portland Bank struggled for such a right. 

It is singular that no generalization has been at- 
tempted covering equitable control over situations where 
statute and charter have granted apparently clear pow- 
ers to act. Yet such a generalization is not difficult to 
find. By contract shareholders may distribute rights 
and participations inter sese. They may grant to one 
of their number a senior preferred position and to an- 
other a junior position ; they may divide or limit rights 

Mayfield v. Alton Ry-, Gas S' Elec. Co., 198 111. 528, 65 N. E. 100 
(1902). 

** iMUifianti zf. Lebanon l^alley R. R., 30 Pa. St. 42 (1858); Retry v. 
Harwood Elec. Co., 280 Pa. 142, 124 Atl. 302 (1924). 
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in assets, or the immediate participations in earnings as 
they agree. These are individual agreements among 
themselves. But where powers are conceded to the man- 
agement or to any group to act for the corporation as a 
whole, the obvious, if tacit, assumption is that these 
powers are intended to be used only on behalf of all. 
They are distinctly not intended to be granted for the 
purpose of benefiting one set of participants as against 
another. To do so would be to violate every intendment 
of the whole corporate situation. While incidental varia- 
tions in individual participations, or in class participa- 
tions may take place as the powers are used, the powers 
themselves are designed to forward the ends of all, not 
to forward the ends of some and defeat the ends of 
others. 

In this respect, corporation law is substantially at 
the stage in which equity was when it faced the situation 
of a trustee who had been granted apparently absolute 
powers in his deed of trust. So far as the law and the 
language went, the power was absolute ; the trustee could 
do as he pleased; could perhaps trade with himself irre- 
spective of his adverse interests ; could, perhaps, sell the 
trust assets at an unfairly low price. Yet to permit un- 
trammeled exercise of these powers would be to violate 
the whole underlying concept of the trust institution. It 
was possible to argue under the old and rigid corporation 
laws that the statute had carefully laid down the lines of 
corporate action, and that wherever a power was not to 
be exercised, the statute had itself declined to grant the 
ability to act. Modern statutes and charters admit no 
such interpretation. The statute is in substance a per- 
mission to the trustees to claim any powers they choose, 
within very few limits. This very liberty negatives the 
assumption that the state through its statute has under- 
taken to say that all powers, however exercised, must be 
considered to be properly exercised. Courts, accord- 
ii^sly) have been substantially forced to the conclusion 
here expressed : namely, that no power, however absolute 
in terms, is absolute in fact ; that every power is subject 
to the essential equitable limitations. 
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In this concept, corporation law becomes in sub- 
stance a branch of the law of trusts. The rules of appli- 
cation are less rigorous, since the business situation 
demands greater flexibility than the trust situation. 
Probably the requirements as to motive and clean- 
mindedness on the part of the persons exercising the 
powers are substantially similar. The requirements of 
exactitude in apportioning or assessing ratable differ- 
ences must yield to the necessary approximations which 
business entails. But the fundamental requirements fol- 
low similar lines. 

As a conclusion, it necessarily follows that : 

First: Whenever a corporate power is exercised, its 
existence must be ascertained and the technical correct- 
ness of its use must be cheeked ; but its use must also be 
judged in relation to the existing facts with a view 
toward discovering whether under all the circumstances 
the result fairly protects the interests of the share- 
holders. 

Second: Many of the apparently rigid rules protect- 
ing shareholders, as, for example, the rule creating pre- 
emptive rights, are in reality not “rights” but equitable 
remedies, to be used, molded, or discarded as the equities 
of the case may require. 

Third: New remedies may be worked out and ap- 
plied by the courts in each case, depending on the cir- 
cumstances. For example, to protect the rights of a 
non-cumulative preferred stockholder whose dividend 
should be withheld for business purposes but should be 
retained for him for purposes of equitable treatment, a 
court might require the declaration of the dividend in 
stock or scrip. The powers of courts of equity in this 
regard are as broad as may be necessary to adjust and 
maintain the relative participations of the various classes 
of shareholders. 

Fourth: No form of words inserted in a corporate 
charter can deny or defeat this fundamental equitable 
control. To do so would be to defeat the very object and 
nature of the corporation itself. 
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It is believed that this theory may fairly be derived 
from the existing cases ; and that it may fairly be said 
to represent a major premise of the courts in dealing 
with corporation cases. But mere theory does not meet 
the existing situation. The difficulty is less with theory 
than with application. It would require an expert and 
courageous court to apply this theory to most of the cor- 
porate problems reaching litigation. For this reason, it 
cannot be reckoned on as a solution of the major difficul- 
ties in the problem. It does indicate, however, that the 
common law has at its command tools adequate to meet 
the situation in sufficiently competent hands. The indefi- 
niteness of its application, and the extreme expense and 
difficulty of litigation, still leave the stockholder virtually 
helpless. In fact, if not in law, at the moment we are 
thrown back on the obvious conclusion that a stockhold- 
er’s right lies in the expectation of fair dealing rather 
than in the ability to enforce a series of supposed legal 
claims. 



CHAPTER VIII 


The Resultant Position of the Stockholder 

It follows from all of the foregoing that the share- 
holder in the modern corporate situation has surrendered 
a set of definite rights for a set of indefinite expectations. 
The whole effect of the growth of powers of directors and 
•‘control” has been steadily to diminish the number of 
things on which a shareholder can count; the number of 
demands which he can make with any assurance that they 
must he satisfied. 

The stockholder is therefore left as a matter of law 
with little more than the loose expectation that a group of 
men, under a nominal duty to run the enterprise for his 
benefit and that of others like him, will actually observe 
this obligation. In almost no particular is he in a position 
to demand that they do or refrain from doing any given 
thing. Only in extreme cases will their judgment as to 
what is or is not to his interest be interfered with. And 
they have acquired under the corporate charter power to 
do many things which by no possibility can be considered 
in his interest — whether or not they can be considered in 
the interest of the enterprise as a whole. 

As a result, we have reached a condition in which the 
individual interest of the shareholder is definitely made 
subservient to the will of a controlling group of managers 
even though the capital of the enterprise is made up out 
of the aggregated contributions of perhaps many thou- 
sands of individuals. The legal doctrine that the judg- 
ment of the directors must prevail as to the best interests 
of the enterprise, is in fact tantamount to saying that in 
any given instance the interests of the individual niay be 
sacrificed to the economic exigencies of the enterprise as a 
whole, the interpretation of the board of directors as to 
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what constitutes an economic exigency being practically 
final. 

This doctrine is significant. It has been employed 
heretofore primarily in connection with the political state. 
A sovereign can and does subordinate the interest of the 
individual to its own purpose, though its power to do so 
may be limited by self-denying ordinances such as are 
contained in the Bill of Rights in the American Constitu- 
tion. The peculiarity of the corporate form is that it sub- 
jects economic rights, heretofore known as property 
rights, to such exigencies in a peculiar and drastic degree 
and for far more limited ends. 

The only example of a similar subjection of the eco- 
nomic interests of the individual to those of a group which 
appears to the writers as being at all comparable, is that 
contained in the communist system. Though the com- 
munist ideology differs and the communist application is 
more drastic, the principle seems similar. As a qualifica- 
tion on what has been known as private property in 
Anglo-American law, this corporate development repre- 
sents a far greater approach toward communist modalities 
than appears anywhere else in our system. It is an odd 
paradox that a corporate board of directors and a com- 
munist committee of commissars should so nearly meet in 
a common contention. The communist thinks of the com- 
munity in terms of a state; the corporation director thinks 
of it in terms of an enterprise; and though this difference 
between the two may well lead to a radical divergence in 
results, it still remains true that the corporation director 
who would subordinate the interests of the individual 
stockholder to those of the group more nearly resembles 
the communist in mode of thought than he does the pro- 
tagonist of private property. 

The shift of powers from the individual to the con- 
trolling management combined with the shift from the 
interests of the individual to those of the group have so 
changed the position of the stockholder that the current 
conception with regard to him must be radically revised 
Conceived originally as a quasi-partner, manager and 
entrepreneur, with definite rights in and to property used 
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in the enterprise and to the profits of that enterprise as 
they accrued, he has now reached an entirely different 
status. He has, it is true, a series of legal rights, but 
these are weakened in varying degree (depending upon 
the completeness with which the corporation has embod- 
ied in its structure the modern devices) by the text of the 
contract to which the stockholder is bound. His power 
to participate in management has, in large measure, been 
lost to him, and has become vested in the “control.” He 
becomes simply a supplier of capital on terms less definite 
than those customarily given or demanded by bondhold- 
ers; and the thinking about his position must be qualified 
by the realization that he is, in a highly modified sense, 
not dissimilar in kind from the bondholder or lender of 
money. This similarity is heightened as the typical bond- 
holder comes to rely increasingly on the success of a going 
enterprise and less on items of its property (whether 
mortgaged to him or not) which may, and usually do, 
become almost valueless if the enterprise is discontinued. 
Both the change in the form of many new bond contracts, 
and the evolution of receivership and reorganization 
practice have led to a situation in which many bond- 
holders, though still somewhat stronger as far as their 
legal position is concerned, can no longer make effective 
the absolute rights which would appear from the letter- 
ing on their bonds or the covenants contained in the un- 
derlying indentures. 

Though the law still maintains the conception of a 
sharp dividing line recognizing the bondholder as a lender 
of capital and the stockholder as a quasi-partner in the 
enterprise, economically the positions of the two have 
drawn together. Consequently, security holders may be 
regarded as a hierarchy of individuals all of whom have 
supplied capital to the enterprise, and all of whom ex^ct 
a return from it. These expectations are based, prima 
facie — upon their legal rights — that is to say, upon the 
words of the contract. The bondholder expects his <»u- 
pons regularly paid and his principal paid at maturity; 
the preferred stockholder, his cumulative or non- 
cumulative dividend, which, however, may be passed or 
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omitted from time to time, but in the case of the former 
will in theory ultimately be paid out of the profits; the 
common stockholder expects a participation in all of the 
profits of the corporation, as and when they are distrib- 
uted, and after the needs of the senior securities have 
been met. 

In practice, the bondholder, for all his legal rights, 
has not a legal machinery enabling him in fact to collect 
his interest or his principal. What he has is a mechanism 
by which he can, through the machinery of a bondholders’ 
committee, so affect the management of the corporation 
that so long as it is able, it will fulfill his expectations. 
But the reorganization he may compel, rarely if ever re- 
sults in the literal fulfillment of the bond. The preferred 
stockholder has a weaker position, but he may, either by 
the terms of his contract, or because of certain legal rules, 
be able to prevent the management from accomplishing 
something which it desires to do — as, for instance, the 
payment of common dividends — until he is satisfied. The 
common stockholder has the weakest position of all. His 
expectation is based weakly on the fact that, if any com- 
mon stockholder is treated well by way of distribution, 
all must be treated alike including himself; and that if the 
management is unfaithful to its trust he may, in extreme 
cases, either revolt, thereby changing the management, or 
through legal steps materially upset the situation. 

Only one general protection beside the power of ac- 
tive revolt remains to guarantee a measure of equitable 
treatment to the several classes of security holders. The 
enterprise may need new capital. The management must, 
therefore, maintain a situation in which additional capital 
is forthcoming. We have already seen how dependent on 
new capital the growing quasi-public corporation is. 
Though the large corporations which we examined in 
Book I reinvested a very much larger proportion of their 
earnings than did other corporations, such reinvestment 
only furnished a quarter of their growth. The bulk of 
their growth came almost entirely from new issues of 
stock or other securities. This need for new capital sets a 
very definite limit on the extent to which those in control 
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can abuse the suppliers of capital. The expectations of 
bondholders, preferred stockholders, or common share- 
holders must all be satisfied to some degree if an enter- 
prise is to grow. How adequate a protection this is, 
however, depends on factors that are wholly beyond the 
investor’s control: the state of the industry, the position 
of the particular corporation; and the attitude of the 
management. 

The net result of stripping the stockholder of vir- 
tually all his power within the corporation is to throw him 
upon an agency lying outside the corporation itself — the 
public market. It is to the market that most security 
holders look both for an appraisal of the expectations on 
their security, and by curious paradox, for their chance 
of realizing them. A shareholder who possesses common 
stock in the expectation that it will ultimately pay large 
dividends, though in fact it is paying none, would, never- 
theless, regard his expectations as reasonably satisfied if 
the price of his stock were to mount steadily so that he 
could realize his expectation by sale of his security for 
cash through the machinery of a public market. 

Virtually all security holders have two major expec- 
tations. They expect or hope to receive distributions as 
and when made, which combined with an increase in 
market value will constitute a return on the capital they 
have supplied during their tenure of holding. They also 
expect that at some point they will be able to secure a 
return of that capital, either by repayment from the cor- 
poration or by the resale of their security to someone else, 
(commonly the latter), releasing to them personally the 
capital thus supplied, increased or decreased, as the case 
may be. In other words, they have, in a somewhat modi- 
fied sense, the old expectation which a bondholder had, 
viz., that he would receive interest during the life of his 
obligation and repayment of principal at maturity, but 
as we pass from senior to junior securities in the hier- 
archy, the certainty and definiteness of period in receiving 
return becomes increasingly obscure; and the date of re- 
payment, with the release of capital, ceases to turn on any 
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act of the corporation and becomes involved in an opera- 
tion of resale. 

Further, the so-called “return” on capital appar- 
ently no longer needs to be current. An investor will 
frequently be satisfied with a current rate of cash divi- 
dends by no means compensating him for his capital, pro- 
vided he thinks there will be appreciation in market 
value, presumably as a result of earnings not distributed. 
This appreciation, supplementary to the current return, 
would work out as a deferred return on the capital in- 
vested. This places the junior security holder still fur- 
ther at the mercy of the management, which can thus 
retain in the enterprise accumulated profits, and forces 
him into the public markets to which he is bound to look 
for realizing his appreciation. 

The need for the market arises in large measure out 
of the difference between the time for which the capital is 
needed by enterprise and the period for which the investor 
desires to tie up his wealth. Today, the life of the invest- 
ment as such is either long, or indefinite, or perhaps per- 
petual, and the public investor cannot accordingly count 
on the release of his capital through repayment. On the 
contrary, few investors under normal conditions buy stock 
in a company in the expectation that the company will 
be liquidated in the near future. The operation of supply- 
ing capital has a double aspect. To the enterprise, capital 
must be contributed for one period, or perhaps in per- 
petuity; but the investor’s needs may require that the 
capital supplied by him be repayable or at least recover- 
able by him at .some period which perhaps he cannot 
foresee. The gap must be supplied by the public markets. 
For this reason, the appraisal of the various expectations 
under a mechanism which permits the immediate turning 
of the expectations into cash, becomes a focal point in the 
corporate system of today. 

One of the recognized functions of modern finance 
has been to make mobile the wealth otherwise locked up. 
In other words, to permit the use for ready exchange or as 
security for loans of properties otherwise not available 
for either purpose. For example, a man may be the 
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owner of a gold mine in Alaska, worth many millions of 
dollars, and yet he may starve to death in the streets of 
Chicago, unless some method can be devised by which his 
properties can be used as collateral for a loan, or may be 
exchanged for cash or commodities. Throughout the en- 
tire history of finance there is apparent a constant strug- 
gle so to arrange matters that values anywhere may be 
made available anywhere. This involves two subsidiary 
processes: the first being a method for assigning recog- 
nized value to property; and the second, the devising of 
instrumentalities by which participations representing an 
interest in such properties may be created and made sal- 
able more or less universally. From the days when 
Roman Merchants arranged to discount drafts against 
wheat on the Alexandrian triremes plying between Egypt 
and the Tiber so that the wheat afloat could be readily 
converted into money at Rome, to the present time, when 
a share of stock may be turned into cash at any one of 
many points throughout the financial world, the demand 
for liquidity or mobility of value has been constantly 
apparent. 

Mobility decreases, in general, as the size of the unit 
of property sought to be made liquid increases. The 
cheap or low priced unit moves swiftly and easily. The 
high priced unit moves with greater difficulty. Conse- 
quently, the first problem in securing mobility is that of 
dividing bodies of value into fractions. If the property 
is an integral whole it cannot be physically divided- 
Goods like wheat or sugar, which can be split into units 
at will and sold in small quantities, are apt to be liquid 
the world over; property like a factory or a mine which 
cannot be cut up, is rarely sold. To divide such properties 
into participations involves the creation of a mechanism, 
by which their management and integral quality is undis- 
turbed, despite the transfer from hand to hand of rela- 
tively low-priced participations in them. This has been 
accomplished by the aid of the corporate device and, at 
least in part, accounts for the popularity of the so-called 
“share of stock.” 
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With this increased liquidity have come correspond- 
ing changes in the whole property relationship. These 
result from two characteristics. First, the relationship of 
the so-called owner to the property is itself shifted. Sec- 
ond, the machinery by which liquidity is created — in our 
case the public market — itself introduces a set of elements 
which in and of themselves affect values. 

The owner of non-liquid property is, in a sense, mar- 
ried to it. It contributes certain factors to his life, and 
enters into the fixed perspective of his landscape. If, for 
example, it be a small business, a farm, or a little mill, he 
lives with it, works at it, builds his life at least partly 
around it with an agent or some human mechanism de- 
vised to run it in his absence. These are the bases of 
association and interests, of desires, ambitions, fears, 
troubles. At the same time, the quality of responsibility 
is always present. It is never possible, save with the 
irresponsible, the spendthrift, or the disabled, to decline 
decisions. As one financier put it pithily, “If the horse 
lives the owner must feed it; if he lets it die he must at 
least bury it. ’ ’ Physically the owner cannot absent him- 
self very much; he must either be on the ground, or be 
close enough so that by communication, (however long 
the range) his people on the ground can keep in touch 
with him. To some extent, non-liquid property immobi- 
lizes the owner by its own immobility. 

At the same time such property is in turn immobi- 
lized by the necessity that it should have an attentive 
owner whose activity is indispensable to its continued 
usefulness.^ Only as the energy or resources of an owner 
are spent in feeding a horse or tilling a farm are they 
capable of rendering a service to him. So long, then, as 
a property requires a contribution by its owner in order 
to yield service it will tend to be immobile. For prop- 
erty to be easily passed from hand to hand, the individual 
relation of the owner to it must necessarily play little 
part. It cannot be dependent for its continued value 
upon his activity. Consequently, to translate property 
into liquid form the first requisite is that it demand as 
little as possible of its owner, — the most liquid form, cash 
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demanding nothing save the minor necessity of safe- 
keeping. Thus if property is to become a liquid it must 
not only be separated from responsibility but it must 
become impersonal — like lago’s purse: “ ’twas mine, ’tis 
his, and hath been slave to thousands.” 

The separation of owner.ship from management and 
control in the corporate system has performed this essen- 
tial step in securing liquidity. It is the management and 
“control” which is now wedded to the physical prop- 
erty. The owner has no direct personal relation to it and 
no responsibility toward it. The management is more or 
less permanent, directing the physical property which 
remains intact while the participation privileges of own- 
ership are split into innumerable parts — “shares of 
stock” — which glide from hand to hand, irresponsible 
and impersonal. 

More, however, is necessary. To make property truly 
liquid it must be not only divisible, movable and im- 
personal, but some machinery must exist to assign to it 
an acceptable value. What is a share of stock “worth”? 
However fluid and impersonal a piece of property may be 
it will not pass in exchange or serve as a basis for credit 
unless some method exists by which value can be as- 
signed to it. The liquidity of property thus turns upon 
the determination of a market price and the mechanism 
for such price-determining is the open market. Curious 
as it may seem, the fact appears to be that liquid prop- 
erty, at least under the corporate system, obtains a set 
of values in exchange, represented by market prices, 
which are not immediately dependent upon, or at least 
only obliquely connected with, the underlying values 
of the properties themselves. Two forms of property 
appear, one above the other, related but not the same. 
At the bottom is the physical property itself, still im- 
mobile, still there, still demanding the service of human 
beings, managers, and operators. Related to this is a 
set of tokens, passing from hand to hand, liquid to a 
degree, requiring little or no human attention, which 
attain an actual value in exchange or market price only 
in part dependent upon the underlying property. Into 
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it enter elements which are not normally admitted to be 
elements in the value of the latter. The tokens may, for 
instance, represent in their value an appraisal of the 
supposed ability of the particular management interposed 
between the properties and the owners. A first-rate man- 
ager would not increase the values of the properties were 
they to be sold; but he will cause an increase in value 
of tokens representing that property. A poor manage- 
ment will have an opposite result. Speculative activity 
may cause the tokens to have a temporarily abnormal 
market price. Or the price may be the result of purely 
artificial manipulation. 

Most striking of all, a liquid token acquires a value 
purely and simply because of its liquidity. Property in 
non-liquid form is worth one price. Property represented 
by liquid tokens is worth another price, which may be 
higher or lower as the bulk of the community demands 
this liquid quality or avoids it. The privilege of being 
able to borrow upon property at once, or the ability to 
turn it into cash on twenty-four hours’ notice may in 
itself be worth paying for and thereby enhance the value 
of the token. Or the very sensitiveness of the value of 
liquid property to unreasoned surges of popular fear may 
detract from its value. 


Finally, as the token becomes more and more sepa- 
rate from the physical properties through the inter- 
position of managements and their endowment with legiil 
power which can be traced through to the physical assets, 
the “jm disponendi” over the physical property ceases 
to be in the owner of the token. His real right of dis- 
position is a right of disposition over the token itself, 
over any returns which may be distributed to him, and 
over the proceeds of its sale. He has, in fact, exchanged 
control for liquidity. It is thus plain that the concept 
of a share of stock must now be vigorously changed. 
No longer can it be regarded, from the point of view of 
the mvestor as primarily a pro rata share in an asset 
fund, or as a continuing, pro rata participation in earn- 
ings. It IS true that legally, both the underlying assets 
(to a small extent) and the participation in earnings {to 



Resultant Position of Stockholder 


287 


a far greater extent) are supposed to measure the legal 
right of a shareholder and exercise their influence over 
its actual value. But the factual concept must be not 
what these legal participations and rights are, but what 
expectation the shareholder has of their being fulfilled 
in the form of distributions and what appraisal an open 
market will make of these expectations. Tersely, the 
shareholder has a piece of paper with an open market 
value, and as holder of this paper may receive from time 
to time, at the pleasure of the management, periodic dis- 
tributions. He is forced to measure his participation, not 
in assets, but in a market quotation; and this market 
quotation “discounts” or appraises the expectation of 
distributions. 

This idea does not accord either with the popular 
or the legal concept of a shareholder. Economically, 
however, it seems inescapable. A set of legal rights 
which can hardly be enforced, constituting claims on an 
economic operation from which the individual share- 
holder is separated by so many barriers, present an 
appearance of satisfactory legal relationships to the enter- 
prise, which in practice have little significance to the 
individual investor. The various incidental rights — 
voting, preemptive rights in new stock issues, and the 
like, discussed in this Book, all affect and enter into this 
open market appraisal. Save as they are likely to do 
so, they are of little interest to the investor. Economic- 
ally, the various so-called “legal rights” or the economic 
pressures which may lead a management to do well by 
its stockholders, in and of themselves are merely uncer- 
tain expectations in the hands of the individual. Aggre- 
gated, interpreted by a public market, and appraised in 
a security exchange, they do have a concrete and meas- 
urable value; and it is to this value that the shareholder 
must and in fact does address himself. His thinking^ is 
colored by it; and in large measure the corporate security 
system is based on it. 
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CHAPTER I 


The Function of the Public Harket 

The public security markets are one of the economic 
enigmas of the present system ; they, like other markets, 
have only recently become the focus for intensive eco- 
nomic research. Much of the purely economic analysis 
is not germane to our present problem; most of it has not 
reached a point permitting definite conclusion. The law 
likewise has hardly touched the central problem. All that 
can be done here is to indicate certain major lines of sig- 
nificance in connection with that body of problems sur- 
rounding the power which corporate management and 
control has over the economic position of the prospective 
or actual security holder. At this point digression must 
be made heavily into the realm of theory. Even the legal 
material, which is exceedingly scant, becomes so mean- 
ingless as hardly to justify citation, since almost without 
exception it ignores the central function of the public 
market, save to recognize its existence as a means by 
which securities can be converted into cash.^ 


’The law of the stock market (aside from brokerage questions) 
is scanty in the extreme. It may be summarized l^iefly as follows. 

1. In England (and possibly in the United States) the market 
is a medium through which representations may be made to the 
public. Thus in an English case, a company listed its shares on the 
London Stock Exchange and in connection with its application to 
list made certain representations which were false. Subsequently, a 
purchaser bought stock on the Exchange claiming to rely on the 
facts stated in the listing application. He was allowed to 
Pollock, C. B., in the Court of Exchequer remarked all persons buy- 
ing shares on the Stock Exchange must be considered as persons to 
whom it was contemplated that the representation would be made. 
See Bedford v. Bagskaw, (Court of Exchequer, 1859, 4 H. & M. 

29 L. J. Ex. 59, 157 English reprint 951). 

The American cases have not gone as far; 

American corporation announced a dividend when it had "ot 
sufficient to justify such a dividend, a purchaser in the oP*" 
was allowed to recover against the directors on the thaL 

through the medium of the public market, a false representation 
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Security markets are of all gradations, though the 
underlying idea is always the same. They are meeting 
places for buyers and sellers. In fact, however, they are 
more than this. They are points at which there are always 
purchasers prepared to buy at some price and sellers pre- 
pared to sell at some price. In other words, a security 


been circulated. The stock in question was that of the American Ice 
Company; and it seems to have been actively traded in. See Ottinger 
V, Bennett, 144 New York App. Div. 525 (1911), affirmed 203 New York 
554 (1911) by the Court of Appeals. 

2. For some purposes, the Stock Exchange is recognized as a 
method by which stockholders’ rights can be easily translated into 
cash. This makes it possible for courts to approve policies which 
might otherwise be held inequitable. 

For instance, where a corporation sold its properties taking shares 
of stock in exchange, a suit was brought to upset the transaction on 
the ground that a corporation should sell for cash, otherwise it was 
merely putting its own property outside the control of its own officers. 
The Court dismissed the suit, on the particular ground that the shares 
of stock received in exchange for the property were actively traded 
in on the Stock Exchange and that accordingly they should be re- 
garded in much the same light as cash. The Supreme Court of the 
United States, while approving the rule that a corporation cannot hand 
over its property to another corporation said 

''But it has been suggested that this rule, also, should be subject 
to the exception that, when stock which has an established market 
value is taken in exchange for corporation property, it should be 
treated as the equivalent of money, and that a sale otherwise 
valid should be sustained. Noyes, Incorporate Relations, Sec. 120, 
and cases cited. We approve the soundness of such an exception. 
It would be a reproach to the law to invalidate a sale otherwise 
valid, because not made for money, when it is made for stock 
which a stockholder receiving it may at once, in the New York 
or other general market, pnvert into an adequate cash consid- 
Ration for what his holdings were in the corporate property” 
See Geddes v. Anaconda Copper Mining Co., 254 U. S. 590-598 (1921). 
Ihe selling corporation in that case was known as the ‘‘Alice Com- 
pany, and it tr^ansferred its property for stock in the Anaconda 
Copper Mining Company. The Supreme Court took occasion to say 
that It IS, of course, public knowledge that there was a wide and 
general market for Anaconda stock”; presumably basing this on the 
quotation of that stock on the Stock Exchange. 

When the Southern Pacific Railroad was compelled to divest itself 
QharlhTJ did so by declaring a stock dividend to its 

^ j ^ stock of a newly organized oil company which 

received the oil properties. In order, however, to obtain such stock 
obliged to pay $15 per share— the dividend thus 
consisting, m effect, of a right to subscribe to stock of the new oil 
company. Venner brought a suit to enjoin, alleging that ff the oil 
belonged to the shareholderf of the Southern 
Pacific Railroad, ^ey should not be obliged to pay in order to secure 
such properties. The Court approved the transaction and it was upheld 
on appeal by the Circuit Court of Appeals on the grounT that no 
hardship was involved. If the Southern Pacific Railroad shareholders 
were unable to pay the stipulated amount to secure the stock of the 



Function of the Public Market 


291 


market contemplates that at all times there shall be stock 
offered for sale at a price and purchasers ready to take, at 
a price, stock which might be offered. When either of 
these requisites ceases to exist there is no market. The 
process must be continuous — i. e., the exigency must never 
arise when there is a buyer with no seller or a seller with 
no buyer. 

At the lowest end of the .scale are the so-called “pri- 
vate” or “made” markets. They are maintained by a 
single investment banking house which constantly draws 
in buyers and sellers. These commonly exist in respect 
of some one security only, the familiar phrase being that 
“the market for the security is ‘made’ by” such and such 
a house. Where a security is not listed on an Exchange, 
it is frequently sold under some kind of promise of liquid- 


new oil company, they did not lose their property inasmuch as the 
rights were actively traded in upon the New York Stock Exchange; 
and the shareholder could, by selling, make himself whole. The Court 
took occasion to remark 

“Courts may take judicial notice of facts of common knowl- 
edge and of well-known financial conditions. We are entitled to 
take notice of the marketability of certain stocks and the prac- 
tical equivalence of such stocks to cash; and after the action 
taken by directors of the Southern Company, giving to its stock- 
holders the right to acquire one share of the new stock for each 
share of the Southern Company stock held by him upon payment 
of $15, or, if he preferred, the right to assign to another his 
privilege of purchase, those rights to the public knowledge have 
been dealt with on the New York Stock Exchange and the New 
York curb, and have enjoyed a broad and active market. If a 
stockholder did not desire to take advantage of his right to acquire 
the new stock, he had a market where he could realize upon his 
right and in effect receive his proportionate distributive share of 
the assets transferred to the Clil Cc^pany.” ^ a o a 

Venner v. Southern Pacific Company, 279 Federal 832, U. S. C. C. A. 2nd 

Circuit, 1922. , t> -i a 

A very similar situation came up when the Reading Kailroad was 
ordered to divest itself of its coal properties. In this case also the 
plan was adopted of offering stock in the new company organized 
to receive the coal properties, to shareholders of the Reading 
pany upon payment by them of $2.00 per share. Chief Justice Taft 
decided that this was in substance a liquidation of the assets 
Reading Company, and in passing on one phase of the case, took 

occasion to say . . . , i ^ ^ 

“We come now to the issue upon which these appeals were 
brought here. It concerns the respective rights of the common 
.stockholders and the preferred stockholders m the assets of e 
Reading Company. They ail. under the plan, 
benefit of the difference between the real value of the privilege 
of disposing of their distributive certificates of interest in stock 
in the new Coal Company, and the payment of $2, or such other 
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ity; the investment banking house sponsoring the issue 
will usually undertake this responsibility for a time at 
least. 

The combination of a great number of such situations 
gives rise to what is known as an “over the counter” 
market. 

Then come the exchanges. Of these there are all 
sorts, from local exchanges in towns not situated in the 
financial centers to the great markets of the United States, 
the New York Curb and the New York Stock Exchange. 
The mechanics of these exchanges are well understood 
and it would serve no purpose to go into them here. The 
better established the exchange, the more scrupulously it 
endeavors to assure a situation in which there is a “free” 
market — i. e., that there shall be willing buyers at a price 
and willing sellers at a price, and an adequate floating 
supply of the security available for purchase or sale to 
satisfy the normal requirements of both. 

The so-called “listing requirements” or assurances 
which the investment bankers and the corporation whose 
securities are listed are obliged to give were originally 

sum as may be fixed, per share held by them of the Reading; 
Company stock. Such diflFerence has already been the subject of 
sale and quotation on the market in New York, and has varied 
from $11 to $20. This might have been expected, in view of the 
disparity between par of the capital stock of the Reading Coal 
Company and the far greater actual value of its properties. The 
disparity shows that while the transfer of certificates of interest 
in the new Coal Company stock is denominated a sale, it is only 
a distribution of the surplus or assets of the Reading Company 
to its stockholders." 

3. Certain other collateral aspects have been touched upon. For 
instance, the fact that non-par stock sells on an Exchange at a given 
price is prima facie an argument why the similar stock should not be 
sold at a less price by the Corporation. See Bodell v. General Gas & 
Electric Company, 15 Del. Ch. 119 (Court of Chancery, Delaware 
1926),— where stock was sold at $25 when it had a market price of 
$45. The Court supported the transaction, however, because the market 
price was in part directly due to the fact that the shareholders received 
“rights" to subscribe to new stock at $25. The Court observed that 
this was the result of skillful marketing operations by bankers and 
that in a sense the corporation was lifting itself by its own boot- 
straps. 

Likewise, in Continental Insurance Company v. United States, 259 
U. S. 156, the Court permitted the statement made by the company 
in listing its preferred shares on the New York Stock Exchange to 
be used as strong evidence of the real interpretation to be placed 
on the certificate of incorporation. 
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designed primarily for this purpose. In their embryonic 
stages they required merely that there be a stated mini- 
mum number of shareholders before the stock was eligible 
to listing. Out of these have grown the elaborate safe- 
guards thrown around the entire open market situation 
by the great exchanges — requirements which tend to grow 
progressively more lax as one deals with the less well 
established or weaker security markets. 

One of the primary functions of these markets has 
been from the first to secure ready convertibility of securi- 
ties into cash — “liquidity” as fanciers say — Whence the 
requirement that there be a constant supply of both 
buyers and sellers. This object has never been abandoned 
and remains the dominant motive in the entire machinery. 
But liquidity is itself only a relative term. A security 
may be exceedingly liquid at 1/lOth of its worth* in the 
sense that at that price plenty of people are prepared to 
buy it. It may be absolutely immobile at ten times such 
worth, in the sense that nobody is prepared to pay that 
price or that for technical reasons — such as a “corner” — 
the holders do not propose to sell. 

Some theory had to be worked out by which “liquid- 
ity” did not mean merely that someone was prepared 
to buy if the price were slaughtered beyond reason. In 
a word, a respectable open market appraisal, based on 
a compromise between the opinions of willing buyers and 
willing sellers was what was actually required. 

Appraisal necessarily turns on information. If the 
open market view was to approximate a judgment of 
worth, it became essential that some material for su(^ 
judgment should be provided. The private market in 
an unsystematic way contemplated this through the va- 
rious disclosures of facts concerning the security by the 
banker “making” the market. The exchanges went to 
far greater lengths. All of them require a. statement of 
certain facts if the security is listed. The more respect- 
able exchanges, at least in recent years, have required a 

• Based, say on capitalizing its current dividend or interest, and 
duly corrected for the possibility that such dividend or interest will 
increase, decrease or cease. 
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certain amount of continuous disclosure by the corpora- 
tion; such material permitting an appraisal. Unofficially 
the market has collected around itself a tremendous mech- 
anism for collection and dissemination of facts. These 
are made available through the standard publications 
(Poor’s, Moody’s, Standard Statistics) and at more fre- 
quent intervals through the standard financial chronicles 
(as the Commercial and Financial Chronicle, Annalist, 
Dun’s Review) ; and in still more transitory form, through 
the financial pages of the daily newspapers and certain 
papers which specialize in such matters (Wall Street 
Journal, New York Commercial); and from moment to 
moment, through the various ticker services. These, and 
many more besides, constantly pour into the market a 
running narrative of facts, figures, amounts, opinion, and 
information of all sorts, which does or is thought to bear 
upon values of the securities traded in. Naturally much 
of what is disclosed is not necessarily true; and much of 
what is true never reaches the market; the ideal situation 
— that of constant running disclosure of all information 
bearing on value being of course necessarily unattainable. 
It can, however, be approximated; and it certainly is true 
that the mechanisms of dissemination are so well devel- 
oped that any facts bearing on values can become com- 
mon market property almost instantaneously. 

The obvious corollary, likewise insisted upon in all 
the public exchanges, and, to some extent, observed in 
the private markets, is that the prices agreed upon be- 
tween buyers and sellers shall be recorded and be made 
public. If liquidity is desired, the sale price of yesterday, 
or of an hour ago or of ten seconds ago all become impor- 
tant; in fact, each of these recorded prices is a state- 
ment of the open market cash equivalent of that par- 
ticular security at that particular minute. It is easy to 
argue, of course, that such a record is not accurate as an 
appraisal of worth; it may merely reflect a seller in dis- 
tress and a bargain-hunting buyer. Or it may reflect a 
buyer who has sold short and is being squeezed by a pool 
operator. In theory, however, over a period of time these 
situations correct themselves, the running result being 
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supposed to represent the concensus of the market esti- 
mates of the price at which the security should sell. It is 
not surprising, therefore, to find that exchanges penalize 
severely trades made by persons within their control not 
reported; and that, in like manner, they are apt to be agi- 
tated when an artificial movement unduly depresses or 
unduly raises the price of the security. They do not, how- 
ever, feel called upon to interfere under the prevailing 
system of ethics unless there is no longer a “free” market 
— unless there are no longer sufficient persons having 
stock for sale who are willing to sell it on the one hand or 
so long as there are bona fide bids on the other. Stock 
exchanges provide no machinery for taking care of the 
latter situation, the theory being that if a security has 
any worth someone will be prepared to buy it, granted 
that it is well enough distributed and well enough known. 
On the only occasions in recent history when the situation 
actually developed in which no one was willing to bid 
anything for a security, (the panic market of November, 
1929, and the bond market in December, 1931, and Janu- 
ary 1932) an unofficial “bankers’ consortium” itself 
stepped in and supplied bids; and at the same time 
brought influence to bear on everyone possible who might 
be interested to make a bid of some kind for those securi- 
ties in which temporarily no buyers appeared. 

In the converse situation — i. e., where buyers who 
have sold short wish to purchase securities to cover com- 
mitments, and some person or group to whom these un- 
happy persons are committed holds all the stock, 
the exchange machinery has developed an official 
procedure. Its first step is to require all of its members 
— necessarily broker.s — to disclose their own and their 
customers’ positions, in the .security in question. This 
indicates who is long, and short, in what amounts, and 
who is withholding the supply of stock. From such in- 
formation it becomes apparent whether or not there 
is a sufficient supply of the .security to permit a “free 
market.” If it is ascertained that a free market exists, 
the exchange authorities stand aside; it is no affair of 
theirs if the owners of stock demand an unreasonable 
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price for it so long as there are enough of them to make 
it clear that the result represents a real difference between 
their appraisal of the security values, and the appraisals 
put on the stock by the would-be buyers. But if they 
are of opinion that in fact there is not a “free market” 
and that the price demanded for the stock by the holders 
really represents a species of blackmail levied on the 
imhappy “short,” they may strike the stock from the 
exchange list, and themselves order a settlement of all 
outstanding commitments at a price deemed fair under 
the circumstances. 

Both these situations are abnormal and unusual, oc- 
curring at relatively long intervals. The former implies 
a panic of some sort; the latter implies a “comer.” Be- 
tween these, however, there is, in all conscience, room 
enough for fluctuation. Artificial movements both unduly 
depressing the price of securities and unduly raising them 
are perfectly possible, and indeed are of frequent occur- 
rence. But in theory these turn on the creation by the 
manipulators of a situation in which a considerable num- 
ber of people actually believe that the stock is worth 
considerably more or considerably less than what might, 
aside from their activities, be the fair appraisal figure. 
And those governing the security markets have never 
undertaken to regulate the state of mind of the people 
who trade in them. So long as the result is freely arrived 
at, they regard their task as done. 

There is another type of manipulation amounting 
neither to a panic nor a corner, of which an exchange 
may take cognizance and with which the New York Stock 
Exchange particularly does intend to deal. This is 
manipulation based on action by the company tending 
to obscure or prevent a true appraisal of the security. 
It cannot be said that the activities of the New York 
Exchange have gone the whole way in taking care of 
such situation. It is almost impossible that the Exchange 
should have done so, in view of the extreme difficulty of 
handling these questions. In as sensitive a field as stock 
exchange prices, the greatest caution has to be observed 
and the achievements of the Exchange are among the most 
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hopeful accomplishmeuts of our entire financial system. 
Year by year, the Exchange has developed a series of 
rules, always widening in scope, and all tending towards 
the elimination of a situation in which a true market 
appraisal cannot be obtained. 

Thus, the Exchange insists on a prompt report to it 
of impending changes in capital structure. If a dividend 
has been declared, it must be immediately reported. If 
a stock split-up or a stock dividend is declared, this must 
also be reported as soon as formally determined upon. 
In certain other fields, less obvious but clearly important, 
the Exchange takes a hand. Thus, its authorities decline 
to permit corporations to declare regular stock dividends 
(for instance, 2 per cent in stock payable quarterly) un- 
less these represent actual transfers of earnings to capital 
account — the theory apparently being to prevent giving 
to stock an apparent dividend status to which its earnings 
do not entitle it. Quarterly statements of earnings and 
balance sheets have been required since 1916 from corpo- 
rations whose securities were listed subsequent to that 
time. Investment trusts are required not merely to do 
this but to disclose their actual portfolios. This trend 
is constantly extending; the direction is towards an in- 
creasingly full and increasingly prompt disclosure of 
information leading the open market to appraise the 
stock with full knowledge of the facts, applying for that 
purpose of course any standard of appraisal which the 
market thinks proper. 

Out of this mechanism primarily desired to secure 
liquidity and resulting in apparatus permitting an open 
market appraisal through the operation of buyers and 
sellers and a free market, the security markets have 
evolved a totally different function. They serve as a 
yardstick by which security values are measured not only 
in respect of the floating supply but also in respect of 
tremendous immobile holdings throughout the country. 
This measurement of value, coupled with liquidity, makes 
securities available as a basis of credit or exchange; and 
at the same time it measures their monetary worth for 
these purposes. A stockholder in Akron, Ohio, may be able 
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to borrow $80 per share on stock having a current quota- 
tion in New York for $110, despite the fact that neither 
he nor the lender has the slightest intention (barring 
accidents) of selling the stock. If the market value drops 
from $110 to $50 in New York, the banker feels that his 
loan is insecure, and he demands its repayment or its 
guarantee by additional security. A small busines man 
in Peoria, Illinois, with 500 shares of stock currently 
quoted on the New York Exchange at 250 considers him- 
self moderately well off, and, perhaps, obtains credit from 
the butcher, the baker, the candlestick maker, and the 
local department store, on the theory that he is well to 
do. The stock drops to 100, and he no longer considers 
himself provided for. He changes his standard of living; 
he neither seeks nor is accorded credit to the same extent. 

There is at present no possible method of ascertain- 
ing the precise incidence of this situation; all that can 
be stated with certainty is that it is less far reaching 
than is sometimes supposed, but more pervasive than 
was believed up to the disturbances of November, 1929. 
While it is true that the values accorded to securities 
on the faith of market quotations are only “paper” and 
perhaps ought not to be invested with any great amount 
of significance, nevertheless they do enter into the calcu- 
lations of many people, both directly and indirectly, and 
have in consequence a widespread effect on the economics 
of the community. The community has learned to count 
on the yardstick measures which security markets pro- 
vide and to assume that securities can be converted into 
cash at or near the prices thus indicated. 

The result is that a basis for the extension of credit 
has been created or at any rate amplified on the faith of 
the market machinery. So long as the machinery is run- 
ning smoothly, and supplies real open market appraisals, 
this is probably safe enough. Business situations change, 
it is true; and sometimes rapidly; but usually less rapidly 
than do market prices; the fluctuations in securities, if 
accurately appraised, would tend to be relatively moder- 
ate, though still substantial, changing as the underlying 
corporate affairs change. No one pretends that the busi- 
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ness situation changed between October 30, 1929 and No- 
vember 15, 1929, with a suddenness comparable to the swift 
change in security prices which then occurred. It may, 
indeed, have changed previously; or the drop in securities 
may itself have caused the change. The point is that the 
two changes were not necessarily either synchronous or 
proportionate. The open market appraisals on the first 
date may have been too high; and the fluctuation repre- 
sented the trades between inaccurate appraisals rather 
than an actual appraisal of an actual change in the indus- 
trial situation. Yet the effect was considerably to decrease 
the worth of certain securities as a basis for credit or for 
exchange ; and the consequences approximated those 
which occur when a savings bank fails. 

It may be said, therefore, in summary, that the secu- 
rity markets have acquired three functions. 

The first is that of maintaining a meeting place and 
facilities for trading by bringing together a constant 
stream of buyers and sellers. This involves the mainte- 
nance of a “free market.” 

Second, the security markets supply a continuous 
measure of worth, making the securities useful as a basis 
of credit or exchange throughout the country at a figure 
based roughly on the market price in the Exchange. This 
involves the availability of an adequate supply of infor- 
mation on which to base an appraisal. 

Third, these markets afford the only substantial 
means by which an investor can withdraw his capital 
either for other capital employment, or for personal ex- 
penditures. The market is the paying teller’s window. 
The amount payable will varj”^ daily ; but there is virtually 
no other means of securing any amount; or, at least, all 
other means are dependent on the existence of the 
market. In brief, the market performs the function of 
providing liquidity for securities. 

In combination these factors have so largely entered 
into the economic life of the country that their impor- 
tance can hardly be over-estimated. The economic laws 
of liquidity (if there be any) and even the experience in 
that field, have never adequately been worked out. They 
remain among the great and pressing problems in our 
economy. 



CHAPTER 11 


Flotation and Bankers’ Disclosure 

Flotation is the process by which securities are in- 
troduced to the public markets. 

The process commonly begins with the publication 
by the banker, or possibly by the corporation itself 
(usually, the former), of a statement commonly known 
as the “brokers’ circular’’ containing a summary de- 
scription of the security offered. The name arises from 
the fact that the statement commonly is embodied in 
the folder or circular, widely distributed among brokers 
and salesmen of securities. Simultaneously, this circular 
or an extract from it is commonly publislied in the lead- 
ing financial journals. 

Nominally, there is a fixed date of flotation; on that 
date the circular is published in the papers. In fact, 
preliminary drafts or advance copies are likely to have 
been circulated by the originating banker to persons who 
may be large buyers, or who may assist in selling; these 
are in theory confidential. 

The circular may relate to securities actually in ex- 
istence and ready for immediate sale. It may, however, 
and frequently does relate to securities yet to be issued, 
and in that case it states that the securities are for sale 
on a ‘ when, as, and if issued basis,” which means merely 
that orders may be now placed for such securities, pay- 
ment to take place against delivery. Not infrequently 
also, though the securities are not in existence, they are 
represented by “interim receipts” which, for purposes 
of the public market take the place of and are traded in 
as though they were the actual securities in question (this 
is notably true in the case of bonds) . Both in fact and in 
legal effect they are quite different; but as in ordinary 
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course they are replaced within a relatively short period 
of time by the securities themselves, their effect is merely 
that of a device permitting the trading in a security prior 
to the time of its actual creation, or at all events of its 
actual delivery to the buyer. For market purposes they 
may be regarded as the security itself.* 

The brokers’ circular may be regarded as the most 
important document in the early market history of a 
security. It serves a double function. It is the pro- 
spectus designed to attract buyers for the security. It 
is also the bankers’ disclosure of information upon which 
the market is expected to appraise the securities. As 
will appear, it is the first in a long line of informative 
statements on which such appraisals are made and re- 
adjusted throughout the entire career of the security in 
the public market. It is probably more significant than 
any subsequent piece of information given to the market, 
since it appears at a time when the corporation in ques- 
tion and the bankers or promoting group are probably 
the sole possessors of facts permitting an accurate ap- 
praisal of the security. 

It becomes necessary, therefore, to consider this in- 
termediary phase of the career of a security in the market 
in two aspects: first, the relation of the bankers’ dis- 
closure towards buyers who purchase the security on 
the faith of the representations contained in the dis- 
closure, and second, the relation of the disclosure towards 
persons who do not depend upon the circular itself, but 
who buy in the open market on the faith of a market 
appraisal, which, in turn, depends on the disclosure so 
made. 

Bankers^ disclosure to a purchaser. The circular is 
commonly the joint product of the banker and the offi- 
cials of the corporation whose securities are being sold; 
the banker and his attorneys commonly have the domi- 
nating voice in its draftsmanship. Customarily it is 
drawn in the office of the banker or his lawyers; presented 
for revision to the corporate officials; drafted and, re- 

^ See Berle: “Cases and Materials in the Law of Corporation Fi- 
nance” (Chicago 1930) pp. 737-750. 
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drafted with a view to accuracy, putting the best foot 
forward, creating a proper market effect, and diminish- 
ing, so far as possible, the responsibility of everyone con- 
cerned in the flotation. There are many types of circu- 
lars; three rough classifications being discernible. 

The first type may be called a full disclosure; it sets 
out the name of the corporation, the particular security 
offered for sale; the general financial plan of organization 
of the corporation, its capitalization, etc.; the corporate 
assets; a history, more or less complete, of the corporate 
earnings. The purpose for which the money is being 
raised by the sale of the issue (which is commonly ex- 
tremely indefinite as, “to purchase such and such prop- 
erties and for other corporate purposes”); the scope of 
the business corporation, perhaps also its management 
and board of directors; the price of the shares and, most 
important of all, the signature of the sponsoring bankers. 
The completeness of the information may, of course, vary; 
but in this type, what is really aimed at is a picture of 
the corporate activities, and of the place of this financing 
in the general scheme. 

The second type approximates the first, but it does 
not purport to give a full history of the corporation, con- 
fining its disclosure to the position of the security offered. 
This is commonly true of prior lien securities, in which 
the aim is merely to suggest that the security is amply 
protected both by assets and by earnings. The theory 
here is apparently that the junior issues are of little con- 
cern to the buyer — ^an assumption which is more or less 
true, but probably less true than is generally believed. 
Use is perhaps most frequently made of this type in con- 
nection with the railway financing, notably prior mort- 
gage bonds, equipment trust certificates, and the like. 

The third type discloses very little save the par- 
ticular rights of the security offered. Use is frequently 
made of this short form method in floating the complex 
s^urities of public utility companies; it is not a persua- 
sive method; and can only be employed by corporations 
well known to the market. 
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In the case of an original issue of securities of a cor- 
poration just making its bow in a public market, the first 
type is almost essential. The second two methods may 
be employed with increasing success as the corporation’s 
record becomes familiar. 

The legal rules affecting the bankers’ disclosure to 
a purchaser divide themselves into two main categories. 
The first question has to do with the responsibility of 
the banker. The second relates to the responsibility of 
the corporation. Certain intricacies, which seem unwar- 
rantable to the layman, wind themselves into the law; 
and have to be considered here, technical though they 
may appear. They may be entered most easily through 
the legal door of liability for false representation. 

At law, one is liable for the damages occasioned by 
him when he has made a representation of fact which is 
false, and known to him to be false, and made with intent 
that the opposite party should act upon it, and he has 
so acted and has been damaged. This is sometimes known 
as the action of “deceit.” When a bankers’ circular is 
put out and finds its way into the hands of a purchaser 
who buys securities, there is no question but that it is 
made with intent to induce action; and that the buyer 
in purchasing his securities has acted on the faith of the 
circular. Assuming that subsequently the security de- 
clines in price, the damage is obvious and ascertainable. 
The banker’s responsibility thus turns on the three first 
elements of deceit, viz., the question whether the repre- 
sentation was made by him; whether it was false; and 
whether he knew it was false. None of these questions 
are as simple as would at first blush appear. There is 
also the question as to whether the representation was 
one of “fact,” since the law does not normally impose 
this responsibility in respect of a representation of “opin- 
ion” or in respect of something to be done in the future. 
The answers to these questions so far limit the legal 
responsibility for “deceit” that no intelligent lawyer nor- 
mally brings this kind of action. He has an alternative, 
that of “rescission,” of which more later. For the mo- 
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ment we will confine ourselves to the technical remedy 
of “deceit.” 

The first question has to do with whether the rep- 
resentation was made by the banker at all. Bankers have 
steadily attempted to avoid being in the position of mak- 
ing statements on their own behalf. This is the reason 
for the common announcement of a broker’s circular with 
a statement, “Afr. John Smith, president of the corpora- 
tion, summarizes his letter to us as follows:” the intent 
being to throw the circular into a form of representation 
to the bankers by the corporation. Were this accepted 
it would eliminate the re.sponsibility of the banker, and 
throw all liability back on the corporation itself. To the 
non-legal mind a glance into the inner workings of the 
banking office at the time the circular is drawn up would 
eliminate this as a technical obstacle at once. Not infre- 
quently the letter of the president of the corporation to 
the banker, summarized in the circular, is drawn by the 
banker on the faith of researches made by the banker, 
whipped into shape by his attorneys, and sent over to 
the president for signature. Further, it is not difficult 
to point to the fact that the banker has assumed a rela- 
tionship to the corporation so intimate that the two can 
almost be regarded together in fixing the liability. To 
the lawyer this is not so simple. But there is a well 
recognized doctrine that liability for false statements can- 
not be avoided merely by attributing them to the author- 
ity of someone else. A banker commonly attempts still 
further to limit his liability by closing his circular with 
a statement to the effect that, anything contained in the 
circular, though taken from sources believed to be reli- 
able, is not guaranteed by the banker, or perhaps is not 
construed as a representation by him. The classic house 
in this field, J. P. Morgan & Co., has steadily refused to 
make use of this artifice, assuming full responsibility 
for the statements made; and there is no doubt that this 
is not only the best financial practice, but that the saving 
or “hedge” clause used by other bankers probably fails 
of its effect. While the corporation may make the state- 
ment the banker assumes the responsibility of repeating 
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it. Further, the courts probably will now take judicial 
notice of the fact that a banker claims to examine the cor- 
porate history and business with extreme care; that the 
circular commonly represents the result of his researches; 
and that the information is presumed to be that of the 
banker in any event. 

The next problem from the lawyer’s point of view is 
whether or not the representation is known to the banker 
to be false. This is always a difficult matter to prove, 
since it turns on demonstrating the state of mind of the 
banker. The law relieves somewhat from the rigor of this 
requirement, however, by considering that statements 
recklessly made will be treated in the same manner as 
statements known to be false; also, that a direct affirma- 
tion of knowledge, when no knowledge exists, amounts 
to a representation that the banker knew whereof he 
spoke — in itself a misrepresentation. The real twilight 
zone appears when statements are made in a broker’s 
circular which the banker actually believes to be true, but 
whose falsity would have been discovered had care actu- 
ally been used. The New York doctrine holds that 
the issuer of the circular must actually have known the 
representation to be false, and he is not liable where he 
was merely negligent;* and this is probably the law, 
though certain earlier cases at one time gave rise to a 
different theory. So far as technical deceit is concerned, 
it would seem at present that a banking firm escapes lia- 
bility provided it did not know, and that a purchaser 
cannot set up the fact that by a use of reasonable care 
the banker would have known that a misrepresentation 
existed in the circular. 

There remains the question, what is a representation 
of fact? As to this, courts tend to enlarge the technical 
English existing in the circular. A representation that 
“application will be made to list these securities on the 
New York Stock Exchange’’ is in terms of a statement 
of something to happen in the future, and would seem not 
to be a representation of present fact. Yet it has been 

V. Bull, 226 N. Y. 546 (1919). 
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held to be an ample representation both that the corpo- 
ration intended to list such securities on the Exchange; 
and that the circumstances were such that they could he 
listed*; so that when it appeared both that no intention 
to list existed and that they could not perhaps be listed 
in any event, a purchaser was allowed to recover on the 
technical ground that a lie had been told him. This rule 
probably will be extended to other representations, such 
as the familiar one that “the financial structure of the 
company at the close of this financing will be” thus and 
so, which may fairly be considered as a representation 
that matters have already been so arranged that on com- 
pletion of the issue, the corporate structure can be made 
to conform with the description given. 

But the great question in this area has to do with 
the price. In a sense, no disclosure can be either complete 
or accurate, since the ponderables and imponderables all 
combine into one picture, not susceptible of being accu- 
rately reduced to words. The estimate of all the facts, 
important and unimportant, salient and obscure, demon- 
strable and otherwise, finds a summation in the banker’s 
own appraisal of the worth of the security, which is, of 
course, embodied in the price at which he offers it. Can 
it be said that the price is a representation of value? If 
a banker offered stock at $100 per share when in 
fact it is worth less when appraised by the market 
standards of the day, has he told a lie with intent to 
deceive? On this the law is still in the making; but there 
is some reason to believe that the result will hold the 
banker to some accountability in this regard. The law 
has always made a distinction between a sale by one pur- 
porting to be an expert in the value of the thing sold and 
sales made by a mere outsider. Thus, if a passerby 
finds a jewel and offers it for sale at $1,000 as and for a 
diamond but claiming no special knowledge of it, he is 
not held to have represented that he knew its value to 
be that of the price asked. Tiffany doing the same thing, 
would probably be dealt with under a different rule; as 

* Seneca Wire & Mfg. Co. v. A. B. Leach & Co., 247 N. Y. 1 (1928). 
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an expert in jewels, that house offering a jewel for sale as 
a diamond and for a thousand dollars would impliedly 
at least represent that they knew it to be a diamond and 
that its value was in the vicinity of the price asked. A 
banker is an expert in securities and presumably an ex- 
pert in the security offered; falling in this respect more 
nearly in line with Tiffany than with the bystander. In 
at least one recent case, it was held that a syndicate who 
recommended the purchase of securities at a price on the 
ground that they were a good investment had in fact 
made a representation that the securities were fairly 
worth the price and this proving to be false, gave rise 
to an action by the buyer. 

The trouble with this situation of course rests in the 
difficulty of defining ‘ ‘ worth. ” In a violent market, secu- 
rities may be appraised by the general public as worth 
far more than the sounder judgment of a quieter time 
would apprehend. Is the banker to be guided by the 
standards of a speculatively crazed market, and make the 
appraisal accordingly! Or must he abide by the better 
economic judgment of his own expert staff! If the for- 
mer, he may be consciously taking advantage of a tempo- 
rary phase of folly; if the latter, he will find that a 
security offered by him at $100 is traded in tomorrow at 
$150, outsiders having reaped the profit which his own 
sense of ethics declined to permit him to accept. It is 
not an easy question; and in any case it is difficult to see 
that the courts will hold the banker to a higher standard 
than that prevalent in the market at the time. From the 
strictly financial point of view it may be to the advantage 
of a banker to offer securities at a time when in the estima- 
tion of the banker the market will pay an unduly high 
price for them. The risk of a subsequent decline in mar- 
ket price, with distress to his customers and impaired 
prestige to the banker may be more than outweighed by 
the profits to be made in the process. The self-interest of 
the banker cannot be depended upon to fill the gap which 
the law fails to close. 

We have been dealing with the action of deceit. 
Unfortunately, this action is made immensely difficult 
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by the requirement that the plaintiff prove the conscious 
knowledge of falsity on the part of the banker. The 
law has developed an easier remedy, known as “rescis- 
sion,” the theory of which is that the buyer of 
securities tenders them back to the seller, and requests 
his money back. This action, taken over from equity 
procedure, offers a considerably wider latitude. It is sub- 
ject to one important limitation: the person seeking re- 
dress by this means must actually have bought from the 
person who circulated the false statement about the 
security, whereas an action of deceit can be brought by 
a buyer at second, third or fourth hand. The purchaser 
must have bought his securities upon a misrepresentation 
of fact; and on discovering misrepresentation he must 
demand that the bargain be called off, and both parties 
restored to their previous .situation. It is enough that the 
representation be false eA’en though innocent. Further, 
the concealment or non-disclosure of a material fact per- 
mits this action; and it is enough that the buyer acted 
on the faith of a misrepresentation even though it were 
made by someone other than the party from whom he 
bought. 

Here the fact that the banker honestly believed a 
statement which turns out to be untrue is no protection; 
and this is particularly true where with reasonable care 
he might have ascertained its falsity. Likewise, the far 
more difficult situation where there has been failure to 
disclose a fact material to the situation, affords ground 
for relief. While the force of this liability is limited, in- 
asmuch as only the sale by banker to customer can be 
rescinded, and not sales made in open market after the 
banker has initially disposed of the securities, neverthe- 
less the liability, even so limited, is a fairly effective check 
against actual misstatement though not against conceal- 
ment. In general, it is the opinion of the writers, 
that statements contained in brokers’ circulars are gen- 
erally the truth. It is by no means so clear that they are 
the whole truth and the thing not stated may be far more 
important than the thing stated. 
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Certain difficult areas furnish a twilight zone. In 
one instance which never reached the courts the stock in a 
corporation was sold and a history of earnings was given. 
The earnings were good for the previous few years; and 
for the first six months of the year in which the stock 
was offered for sale. The fact was not disclosed that in 
the subsequent six months a catastrophic decline in earn- 
ings had taken place. The year was not finished, so that 
a purchaser would not normally have expected disclosure 
of this fact. Yet the promoting group must have realized 
that the picture created by the circular was entirely false. 
The truth was stated ; but the determinative factor of the 
situation did not appear. Is this a non-disclosure suffi- 
cient to permit rescission! 

Again, the use of “averages” may serve to conceal 
a latent vice of first importance. A statement, for ex- 
ample, “that the average income during the past five 
years” has been thus and so, may hide the fact that the 
income is steadily declining. Accountants of the highest 
grade decline to certify to such statements; first-rate 
bankers do not, in general, countenance them. The use 
of this method has materially declined of recent years 
largely due to the influence of accountants; but enough 
of it still goes on to raise questions whether the law 
should not itself take cognizance of the situation. 

It is fairly supposable that the right of rescission will 
be extended to cover cases in which there has been manip- 
ulation of this sort. It is not so clear that they will form 
misrepresentations sufficient to justify the bare action of 
deceit. But it must always be remembered that in dealing 
with rescission a plaintiff can make a case by pointing 
out that the seller painted a picture sufficient to create 
a mistaken belief in the mind of the buyer as to the nature 
of the thing he bought. The increasing liberality of 
courts in handling the right of rescission forms the prin- 
cipal legal stimulus to accuracy in connection with bank- 
ers’ disclosures. 

Accountancy plays a great part at this point, as in- 
deed, elsewhere, in the market career of the security. It 
is customarv for bankers to rely in making up their state- 
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ments on accountants’ reports, and the integrity of the 
accountant and the soundness of his method are the great- 
est single safeguard to the public investor and to the 
market in general. But rules of accounting are not as 
yet fully recognized rules of law in this field; though it 
is obvious that the development of the law of corporation 
finance makes almost mandatory the legal sanction of good 
accounting practice. In fact, the failure of the law to 
recognize accounting standards is probably due to the 
lack of agreement among accountants; but year by year 
certain tenets are forged out, finding their way into the 
body of standard accounting practice and ultimately into 
the law.* In general the problem revolves around secur- 
ing a method of accounting which will give an approxi- 
mately accurate picture of the situation. 

Taking as one illustration, the possibility of account- 
ing manipulation for the purpose of showing an abnormal 
profit, we find among the methods which can be used the 
following: 

(1) Manipulation of inventory values: Either there may be a 
gradually increasing inflation of inventory values up to the date of 
flotation, (which implies long standing plan to deceive) or there may 
be an inflation of value just at the tim^ of flotation. The latter is more 
common, and is the less easily hidden, since a sudden increase in ratio 
of profit tends to put the examiner on guard. The above is well known. 

(2) On reorganization, where revaluation of property shows large 
increases in plant and buildings subject to depreciation, it is not uncom- 
mon to cite the profits of prior years, charged with depreciation only 
on the low values preceding reorganization, although after reorganiza- 
tion the depreciation charge must be increased to provide for the in- 
creased value placed on the assets. 

The best practice among public accountants is to revise prior years* 
accounts to show depreciation as it would have been if the revised 
asset values had been the basis, or, if the client refuses this, to state 
that the prior years* profits have been charged with depreciation on 
the basis of the former valuation of assets. Unfortunately this is not 
always done, the lower rate being allowed to stand without comment. 

(3) Issue of bonds together with stock or stock warrants, the bonds 

bearing a low rate of interest and the stock or warrants being used to 
enable the seller to dispose of the bonds. Thus, in a recent case, a 
company sold bonds bearing interest, with warrants to buy com- 

mon stock very cheaply. The profit and loss account would be charged 
with 4^4% interest, whereas 6^4 would have been a normal rate; and 
capital stock would be sold too cheaply, the company taking up as 
liability on this stock only the amount actually received. This is quite 
common, but not often so gross as the case referred to above. There 
IS always an element of opinion, as to what was received for the bonds 
and what for the rights or stock. 

*See: Berle and Fisher (F. S., Jr.), “Elements of the Law of Busi- 
ness Accounting*’ (1932) 32 Columbia Law Review 573. 
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(4) Other assets over-valued. One of the plans used to overstate 
profits IS peculiar to motion picture distributors, although illustrative 
of a principle. 

Negatives are produced, say, by “A Negative Co.” It does not 
have money, but borrows from “A Distributory Co.,” with an agree- 
ment that when the picture is finished the “Distributing Co.” shall 
retain 40% of the rentals to cover expenses, and set aside 60% to be 
credited against the debt of “A Producer Co.” Unless this 60% suf- 
fices to repay the distributor he has no further recourse. 

Now let a picture be a relatively poor one; the 60% has not been 
sufficient to cover half the debt; it may be that future earnings will 
still be insufficient to cover the remaining half. Part of this “Advance 
to Producers” is irrecoverable. It is common practice to let the balance 
stand as an asset, claiming possible future income, etc., and the auditor 
is constantly fighting to cut out this overvaluation. It is easily seen 
that this, without any effort, but solely by reason of failure to take any 
trouble in the matter, results in inflating profits gradually over a period 
of years unless a halt takes place by reason of intelligent audit or for 
other reasons. A glance at the balance sheets of motion picture dis- 
tributors will show the enormous proportions of these “advances to 
producers.” 

(5) Charging direct to surplus items that should go to profit 
account. 

It is usual with some companies to charge direct to surplus items 
of expense that are said to be applicable to prior periods. Then, having 
accounts, perhaps certified, of those prior years, they may use the 
figures for the prior years as they were first made up. This has been 
done; it is said by some accountants that the best practice for auditors 
is to insist that no item of a character that would indicate its place 
in any profit and loss account be permitted to reach the surplus with- 
out passing through the profit account. 

(6) Eliminating so-called “non-recurring expenses.” 

Many enterprises are subject to non-recurring expenses; at the 
same time each period is likely to have some non-recurring expense. 
Such expenses as strike expenses, fire losses, damage by flood, special 
allowances on contracts, are often classed as non-recurring. These 
are sometimes eliminated from profit accounts, on the plea that their 
elimination gives a more correct picture of future probabilities. 

(7) Crowding of sales into last period. Many classes of business 
have sales “for Spring delivery,” “for fall season,” etc., which may be 
delivered in advance at the option of seller, but with extra credit given. 
In case sales are prematurely entered the effect is threefold: bales, 
and therefore profits, are increased; the balance sheet is improved by the 
substitution of accounts receivable for inventory; and the trend of 
sales is shown to be upward. 

(8) Plain falsification of records. 

Capable accoimtants of a high degree of integrity will 
catch these situations as they arise, and will usually make 
the necessary corrections before permitting the use of 
their name in connection with a broker’s circular. It does 
not follow, however, that the law would regard manipula- 
tions of the type here illustrated as constituting either a 
fraudulent misstatement of fact or a concealment of a 
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material element in the situation. But it appears to the 
writers that courts distinctly tend to apply, in one form 
or another, the better rules of accounting practice; and 
it is fairly to be expected that these, as accountants them- 
selves reduce them to a recognized body of standards, 
will find their place in the legal system. 

In summary, it may be stated that: (1) Everything 
which appears in the banker’s circular must be accurate. 
If a statement known to be false appears the banker is 
liable to a technical action of deceit despite any safeguard 
clauses or verbal devices employed. If the inaccuracy is 
unknown, there is a fair chance the banker will be obliged 
to take back the securities and return the money in an 
action of rescission. 

(2) Representations that something will happen in 
the future may not be made unless the banker is virtually 
prepared to guarantee that the thing will be done within 
a reasonable time. The banker’s statement is apparently 
held to imply both an intent that the thing shall be done 
and reasonable likelihood that the thing can and will be 
done. 

(3) The price at which the banker issues the security, 
accompanied by a recommendation of the purchase at that 
price, may be held to be a direct representation that the 
security is worth the price asked, based on the market 
standards of the time. Should the security turn out not 
to be worth that amount, an action in deceit (if the worth- 
lessness is known) or in rescission (if the banker inno- 
cently over-valued) may well result. This is a new 
tendency in the law; and is by no means well defined, 
though there appears to be a trend in that direction. 

(4) In determining the truth or falsity of a financial 
fact the financial community holds the banker to a stand- 
ard of decent accounting; these standards are not yet em- 
bodied in the law, though there is some reason to believe 
that they will ultimately find their place in the legal 
system. 

The Relationship of Disclosure to the Market. Here- 
tofore we have been dealing with the relationship between 
the banker and the customer who purchases securities 
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from him. But the disclosure is directed at a larger target. 
On the faith of it, trading takes place in the chosen mar- 
ket — over the counter, the New York Curb, the New York 
Stock Exchange, as the case may be — and the market 
transactions will largely depend on an appraisal of the 
situation as disclosed by the banker’s circular. At the 
moment the market has no other material to go upon 
save its estimate of the men concerned, the ability of the 
banking house, and, perhaps, the state of the industry 
engaged in by the issuing corporation. 

The disclosure is here cross-checked where the stock 
is at the same time introduced to a respectable Exchange, 
notably the New York Stock Exchange, whose Listing 
Committee requires a most elaborate and painstaking dis- 
closure of the material facts in connection with the corpo- 
ration, which is subjected to a searching analysis by the 
committee prior to the admittance of the stock to trad- 
ing. The Exchange appears to adopt the theory that a 
disclosure must be made frankly and in terms “to the 
market,” though it appears in a document formally 
known as “an application to list.” The listing applica- 
tion is consequently an elaboration of the banker’s cir- 
cular; and must be consistent with it. Almost invariably 
however, it contains additional facts of considerable 
interest. 

The New York Stock Exchange peculiarly insists on 
certain independent expert data; notably the opinion of 
independent counsel as to the legality of the organization, 
authorization, issue, and validity of the securities; the 
report of a qualified engineer covering the physical con- 
dition of the property at a recent date; and is now dis- 
cussing the requirement that independent accounting 
reports and engineers’ reports, on the responsibility of 
the accountants and the engineers be likewise filed. In 
addition, requirements are made assuring that there is 
sufficient distribution of stock to create a “free market. 
In a word, the distinct aim is to provide the market with 
sufficient information permitting appraisal of the security, 
and to assure the existence of a sufficient number of buy- 
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ers and sellers so that the appraisal will find free reflec- 
tion in the day-to-day market prices. 

It is commonly supposed that the law takes no cog- 
nizance of the relationship between the issuing corpora- 
tion and the bankers, and the open market. To a large 
extent this is true; but the question has arisen from time 
to time and has been dealt with in a manner indicating 
both that a legal relationship has been created and that 
reciprocal rates and audits have been set up which the 
courts will enforce in case of necessity. As long ago as 
1859 an English court {Bedford v. BagshawY permitted 
a purchaser in the open market to recover his damages 
from the director of a corporation, where he had pur- 
chased stock in the open market and the information 
contained in the application to list on the London Stock 
Exchange proved false. He had not himself acted on 
the information; but the market had; and he had pur- 
chased at market — i. e., on an appraisal based on a false 
representation by the issuers of the securities. There is 
no reason to believe that this rule is not even now law 
in England. Again, even in America, where a security 
was issued and a statement was made that application 
would be made “to list on the New York Stock Ex- 
change” it was held that this statement implied a par- 
ticular quality in the security, and that where the security 
did not have this quality, the purchaser had not secured 
the thing he believed he was buying, and could accord- 
ingly rescind the transaction.® It is probable that a fur- 
ther relationship can be worked out. It is not the banker 
but the corporation that makes application to list its 
shares. It frequently does so, nevertheless, under the 
sponsorship of a banker. Where a corporation creates 
a situation in the open market tending to give a false 
value to the stock, (a subject to be discussed in the follow- 
ing chapter) the law has in various situations intervened 
to declare a liability. 

The fact appears to be that the market price of the 
security is in large measure a reflection of the market 

• Court of Exchequer, 1859. 29 L. J. Ex. 59. 

* Seneca Wire Co. v. A. B. Leach & Co., 247 N. Y. 1 (1928). 
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situation on that security; and the knowledge of the in- 
dividual has little to do with the subject. The market, 
as a whole, makes an appraisal; by accepting this ap- 
praisal, the buyer or the seller in substance accepts the 
result of this information. Where the corporation or the 
bankers have themselves created the premises on which 
a false appraisal is based, it is by no means impossible 
that the law will ultimately consider the remedies both of 
rescission and deceit adequate. In fact, a representation 
made in a broker’s circular is intended as much to induce 
public participation through the normal markets as it is 
to induce the direct purchase of the securities from the 
issuing banker, though the latter is of course the imme- 
diate motive. A purchase made in the open market on 
the faith of such a circular may easily be construed by 
the law of tomorrow as an action directly induced by 
the corporation and the banker, the law granting the 
remedies accordingly in deceit and in rescission, as may 
be appropriate. 

It cannot be said that the law is in a satisfactory 
state either in connection with the direct relationship of 
the buyer and the banker to the corporation, or with 
respect to the relationship between the buyer who relies 
on the information in an open market transaction. On 
the other hand, the business standards imposed in the 
New York market at least tend towards a situation far 
healthier than has prevailed for a considerable period of 
time. Reputable bankers observe a high degi'ee of in- 
tegrity in making their disclosures; and their sins in this 
regard tend to be rather of omission than of commission. 

The public investor does not greatly concern himself 
with legal technicalities. What he asks is the services 
of the banker as an expert, and what he expects to pt 
is a security which in the honest and competent opinion 
of the banker is worth the price paid. His judgment will 
be based on the pragmatic question whether or not, over 
a period of years, he makes or loses money. In bold 
relief he really imposes on the banker merely the liability 
to sell securities at a price which, all things considered, 
is fair, and which will, if it does not advance, at least not 
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decline. In part he bases his judgment on the facts dis- 
closed to him at the time of flotation. Still more, how- 
ever, he relies upon the ability of the investment banker. 
The banker knows of this reliance, but he considers him- 
self as a merchant rather than as representative of inves- 
tors. The law has discovered no formula reducing this 
reliance to legal rights and liabilities. In endeavoring to 
work out the question through rules of deceit and rescis- 
sion, and similar remedies, it is of course harking back 
to the historical analogy of rights and liabilities as be- 
tween vendors and purchasers of goods. By treating the 
banker as an expert in a particular class of wares, some 
progress has been made; but until the law occupies in 
some manner the field opened by the relationship of the 
banker and the issuing corporation to the public market 
in general, the gap is left open. 



CHAPTER III 


Disclosure by the Corporation to the Market 

The banker’s disclosure on flotation of a security 
gives to the market data designed to permit an appraisal 
of the security at once. This is merely the first of a series 
of disclosures which will be made so long as the corpora- 
tion avails itself of the machinery of public exchanges. 
The banker thereafter drops out of the picture and, save 
in special circumstances, subsequent disclosures are made 
on the responsibility of the corporation itself. 

Such disclosures take a number of forms. In order 
of importance they appear to be: (1) periodic statements 
of condition, (balance sheets and peculiarly income ac- 
counts); (2) extraordinary statements of condition and 
announcements, commonly in connection with a proposed 
development of considerable importance in the corporate 
affairs, as new financing, merger, reorganization, etc.; 
(3) extraordinary statements by the officers of a corpora- 
tion commonly issued under peculiar circumstances — as, 
for instance, where there is a “corner” in the stock, or 
a bear raid leading to panic or the like, the corporate 
officials feeling it desirable to protect the shareholders 
against some abnormal situation; (4) information made 
available to brokerage or banking houses and designed 
by the corporation to be used by such houses in connec- 
tion with market operations in the security; (5) informa- 
tion made available to standard financial publications or 
manuals; (6) occasional information made available with- 
out signature to financial periodicals. 

All of these relate to information which the corpo- 
ration itself has and which would not otherwise be 
easily or accurately discovered by the market. The 
information must, of course, be correlated with the gen- 
eral information regarding the trade or industry available 
at the time; a correlation which is made with varying 
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degrees of accuracy and inaccuracy by the multitude of 
people who operate in and about the market, usually in 
connection with speculative activities. 

It is interesting to note how little relation this variety 
of disclosure bears to the disclosures required by law. 
Various states have different requirements; but no state 
requires disclosure of the facts considered usual in the 
normal open market situation. 

At law, this situation is roughly as follows: — 

(a) The corporate documents are a matter of public record in 
the office of the Secretary of State of the state of incorporation. This, 
of course, is not disclosure. It does, however, enable an interested 
party to secure the information; and, to some extent, charters are 
summarized in the financial manuals. On the whole, these summaries 
observe a high degree of accuracy, though in a complex corporate 
structure their effect is difficult to work out. 

(b) In practically every state the corporation is obliged to keep on 
file at its principal office and open for inspection, a list of its stock- 
holders and their holdings. This list is available only to shareholders; 
and the information does not usually circulate freely in the market. 

(c) Practically every state contemplates an annual meeting of 
shareholders at which time something in the nature of an annual 
report is customary. Small or privately owned corporations may dis- 
pense with this without serious penalty; quasi-public corporations, 
which are formally administered, invariably observe the requirement. Inas- 
much as exceedingly few shareholders attend the meetings and are 
commonly represented by their proxies who are individuals appointed 
by the management, disclosure made at an annual meeting not only 
does not reach the stockholders in general, but it may not reach the 
market unless it is embodied in a formal report distributed and pub- 
lished. Such distribution and publication seems not to be required in 
most states, though certain jurisdictions, notably Ohio, require the 
sending of such report. 

(d) In certain jurisdictions the filing of an annual balance sheet 
is required. Massachusetts is the outstanding example of this; the 
formal balance sheet lodged in the Office of the Secretary of State 
becomes then a matter of public record, and when the corporation is 
generally known in the market, the information almost invariably 
reaches the public through the medium of the newspapers' statistical 
services, etc. 

(e) A considerable number of states require the filing annually 
of the names of the board of directors and officers of the corporation. 

It will be noticed that in dealing with corporate in- 
formation the underlying assumption is that such infor- 
mation must be considered as a private matter, of interest 
only to its shareholders; and even in that regard limits 
in the extreme the information which the corporate man- 
agement must make available, even to its own share- 
holders. 
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There are no legal requirements necessitating dis- 
closure of information to creditors such as bondholders. 
These must acquire their knowledge of affairs either from 
the public information volimtarily made available by the 
corporation, or, at second hand to the shareholders. On 
the other hand, the banker who has floated an issue of 
bonds or notes, commonly assures to himself, in his ar- 
rangement with the corporation, the right to a continu- 
ous flow of information; and a reputable banker will make 
this information available to the market, at least to a 
considerable extent. 

The New York Stock Exchange, pursuing a consid- 
erably more pragmatic policy than that of the corporation 
acts, insists on periodic statements; and these require- 
ments largely account for the continuous flow of infor- 
mation actually reaching the market referred to above. 
In addition, in certain classes of corporations the Ex- 
change has made still more vigorous requirements, 
notably its insistence that “investment trusts” shall 
publish their portfolios or lists of securities held. The 
New York Curb imposes a far less stringent set of re- 
quirements; though even these are considerably more 
elaborate than any legal requirements outstanding. Un- 
listed securities, availing themselves of an over-the- 
counter market, are subject to no requirements; the 
practice varies widely with the standards of the various 
managements. 

Certain classes of corporations are subject to legal 
requirements by reason of the nature of their business. 
Railroads are obliged to make public (1) holdings of their 
twenty largest shareholders; (2) monthly income state- 
ments; (3) annual balance sheets; and the railroads actu- 
ally publish, at short intervals, statements covering their 
business, notably car loadings and traffic movement. Op- 
erating public utilities are subject to a heterogeneous 
mass of requirements which differ in each state. These 
rules do not apply to public utility holding companies 
which are thus freed from any obligation in the matter. 

In general it may be said that disclosure of the qual- 
ity necessary to permit a market to appraise a security 
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is required only by the New York Stock Exchange, and 
by the Interstate Commerce Commission in respect of 
railroads, and aside from that disclosure is voluntary. 

It cannot be said that disclosures of the kind 
required furnish all of the information needed for an 
accurate appraisal. The formulation of such require- 
ments would probably be impossible, since the important 
data in any given industry or in any given corporation 
may not only be different from that in any other industry 
or concern, but may itself change in importance from 
time to time. Pending negotiations for a merger may be 
of the highest importance in working out a market ap- 
praisal of stock, or of bonds; but there may be every 
reason why the information should not be made public. 
Again, the market tends to appraise on the basis of prob- 
abilities in a constant effort to anticipate the result of 
the fact, when arrived at; and it is not easy, if indeed, it 
is possible at all, to disclose anything other than that 
which has actually occurred. So long as a development, 
even of major importance, rests merely on the state of 
mind of the directors, the danger of making a statement 
about it is obvious. 

Disclosure to the market after flotation raises many 
of the problems suggested in the previous chapter. There 
is, however, a distinct difference. The banker’s disclos- 
ure on original issue is made with the primary purpose 
of inducing a customer to purchase a security from him 
or from his associates in the selling group. There is no 
question that it is intended to induce action. Disclosures 
made to the market, however, in theory are merely in- 
formative. If made with the intention of inducing action, 
they may easily be improper from a strictly ethical point 
of view, save where the circumstances are peculiar; since 
it is not the business of the management to create market 
movements. But it is conceivable that at any given time 
the management may find its position such as to dictate 
an exactly contrary policy. For instance, when a stock 
falls rapidly without reason, and the management is 
aware that this is due to some strictly manipulative opera- 
tion, it may conceivably be the ethical duty of the man- 
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agement to issue a statement of fact, designed to prevent 
shareholders from selling their securities at an unreason- 
ably low value. Again, if in the management’s view the 
market appraisal is unfair, whether too high or too low, 
it is not impossible to suppose that a management might 
think it well to issue a statement for the purpose of cre- 
ating a market appraisal more nearly in accordance with 
the facts. The Manhattan Electrical Supply Co. manage- 
ment issued a statement designed to prevent a further 
rise of the stock during the existence of a technical comer 
a few years ago; the managements of the Continental 
Baking Corporation and of Anaconda Copper Co. have 
issued statements designed to prevent sales of their stock 
at a time when they considered a disastrous fall in mar- 
ket values of these stocks unwarranted in view of the 
actual situation. In the normal case a management is 
supposed to be disclosing merely the facts of the situation, 
leaving the market to work out its own salvation, a.nd 
interfering only when a somewhat obviously manipulative 
move is under way. 

Is there any legal relationship giving rise to rights 
and liabilities as between the security holder and the 
management in respect of the information supplied ? This 
problem has not been solved in the courts; and a discus- 
sion of it must necessarily be academic. Certain indica- 
tions, however, tend to the belief that the law cannot 
remain entirely silent. 

Granting the economic thesis that a share of stock 
is primarily a capitalized expectation, valued by an open 
market appraisal of the situation existing in the corjmra- 
tion and the industry, and granting further that it is 
reasonably foreseeable (as it certainly is) that apprmsals 
will vary with the information given out, it is not diffiemt 
to suppose that the management of a corporation will be 
liable (a) for wilful misstatement of fact designed to 
induce action on the part of anyone buying or selling in 
the market; (b) perhaps also on account of a negligent 
misstatement of fact not designed to induce action in the 
market but resulting in a material fluctuation; (c) ]^s- 
sibly, for a failure to disclose a material fact leading to a 



322 The Modern Corporation and Private Property 


faulty appraisal. Leaving aside for a moment the knotty 
question as to what is a “statement of fact,” the argu- 
ment will proceed on the theory that the statements made 
by the management have a necessary, obvious, and fore- 
seeable effect upon the open market appraisal; that the 
corporation has, in availing itself of the open market, 
contemplated action on such information; and that if it 
wilfully or negligently causes damage in connection with 
such action through wilful or negligent misstatement or 
concealment of material facts, it is liable in damages. 
Certainly, the financial community, though it cannot im- 
pose a liability for damages, passes judgment on a man- 
agement in no uncertain terms in such a situation. 

The difficulties are many. Where there is a wilful 
misstatement the difficulty is not great, provided the 
misstatement was in respect of a fact which can be 
demonstrated to affect the appraisal. For example, if a 
corporation consciously over-stated its income leading to 
a rise in the value of the shares, a buyer on the faith of 
such valuation should have no greater difficulty in recov- 
ering on the English theory set forth in Bedford v. Bag- 
shaw. A negligent misstatement raises more difficulties; 
but the probability is they could be solved through the 
legal fiction that directors are presumed to know the 
facts in connection with their corporation; and are thus 
held to know the truth of the information they put out 
in any event. In other words, they could not claim inno- 
cence in dealing with a subject as to which they were the 
sole possessors of the information. 

Non-disclosure, however, raises extreme difficulties. 
The first difficulty is one of time. A corporation can 
hardly issue to the market a slow cinema of all of its 
activities. Factual changes will take place from day to 
day. No sound rule could hold the corporate management 
to summarizing each occurrence and issuing it to the 
public press or to the market. On the other hand, certain 
major facts can be announced at once. If, for example, 
a corporation has decided to double its dividend, there 
is little, if any excuse for concealing this information 
for any period of time; the seller, during that period is 
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acting in ignorance of a fact which has not been dis- 
closed to him and which would materially change both his 
and the market’s appraisal, if it were known. In one in- 
stance of recent occurrence, a corporation agreed that it 
would offer to exchange its shares for those of another. 
It was understood that this offer was to be made to all 
shareholders of the second corporation a few days later. 
The latter shares were selling at about 96; the shares 
offered in exchange, at 160 or thereabouts. Had the 
existence of the agreement been made known, the market 
appraisal would at once have brought the value of the 
shares of the first corporation and the shares of the sec- 
ond into line. In fact, the offer was disclosed to certain 
persons who not unnaturally purchased all of the readily 
obtainable stock of the latter corporation, and exchanged 
it for stock of the former corporation, securing a tremen- 
dous arbitrage profit. When, a few days later, the offer 
was made known to everyone, certain individuals had 
reaped a rich harvest. The management of the second 
corporation here apparently failed to disclose a material 
fact; and the individuals who sold their stock at a market 
appraisal made in ignorance of the fact quite conceivably 
might claim redress. 

Remains the question, discussed in the previous chap- 
ter, as to what is a “fact.” Little can be added to the 
observation made above. In a philosophical sense nothing 
is a “fact”; even a balance sheet or income statement 
is a reflection of the state of mind of the persons issuing 
it. Again, the problem is posed whether rules of account- 
ing must not ultimately become rules of law in this 
connection. 

In any event it would seem that the rules must be 
limited to facts peculiar to the corporation. Declaration 
of war in Europe, for example, might at once change the 
picture with regard to an American steel company; and 
the company might have advance knowledge of the fact; 
but a European war is not the affair of the steel company , 
and it is not at present considered either ethical or desir- 
able to require the management to make such a disclosure. 
On the other hand, a tremendous order making large 
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profits certain for the coming year would be a fact pecu- 
liarly within the knowledge of the company. 

When a fact has sufficient materiality to require dis- 
closure, raises still other nice questions. The large order 
above referred to might be merely one of a series of similar 
incidents in the corporate business, strengthening the po- 
sition of the corporation to be sure, but not materially 
affecting the open market appraisal; on the other hand, 
it might be such as to change the entire outlook. It is 
probable that, save in the simplest and clearest situations, 
the law will not and cannot intervene. Were it to do so, 
the whole conduct of business might be thrown constantly 
into the courts. 

As nearly as the writers can summarize, the stand- 
ards to be approximated are that certain extraordinary 
facts should be the subject of immediate disclosure. 
These are: (1) sale of an integral asset; (2) declaration 
of dividends of any kind or class; (3) change in the capi- 
tal structure; (4) a firm offer for the purchase or exchange 
of securities outstanding. But this list by no means 
implies that there may not be other special circumstances 
requiring immediate disclosure. On the other hand, any 
development in the law must contemplate at least the pos- 
sibility of a legal privilege in the management permitting 
them to withhold information where in their honest judg- 
ment it is for the best interests of all concerned; and as 
to this the honesty and good faith of the management 
should be conclusive. In practice, honesty and good 
faith are frequently tested by ascertaining whether or not 
the management or friends and connections of it have 
made arrangements to profit by the disclosure or non- 
disclosure. Good faith will hardly be evoked where the 
management can be found to have profited. Bad faith 
will probably be difficult to prove where in fact no such 
profit has been made. 

This appears to the writers to be the probable trend 
both of the law and of the business standards. The exact 
application must necessarily turn on the facts of each 
case and peculiarly on the nature of the business. For 
example, the situation in an “investment trust “ or trad- 
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ing corporation which permits an accnrate summation of 
the market prices of its assets justifies the imposition of 
a severer rule regarding disclosures in connection with 
these companies than would be either possible or desir- 
able in the case of a manufacturing company whose activi- 
ties turn on far more imponderable elements. It does, 
however, seem fair to say that the use of the open market 
machinery implies an obligation on the management both 
to make periodic disclosures and to make disclosures of 
extraordinary facts from time to time. 

We have been unable to discover any legal obligation 
upon the management to intervene in special situations 
in order to induce market action. It is extremely dan- 
gerous for a management to make disclosures with the 
direct object of inducing market action. To do so may 
imply either the highest ethical intent of the managers, 
or the most sordid motives of personal gain; and the 
action induced may turn out profitable or unprofitable 
for the individual security owners, or for the business in 
general, depending on a variety of circumstances which 
the management certainly cannot be expected to control. 
What can be required is good faith, and probably nothing 
more. The intelligence and fidelity of those charged with 
the administration of the corporate affairs must determine 
their policy; the law certainly could not do so; and to 
compel a corporation or its individual directors to assume 
the responsibility of revising an appraisal either upwards 
or downwards is to place upon them an impossible burden. 
If they elect to do so, and act in reasonable good faith 
the current legal view is that they are protected; if they 
elect not to do so, the law does not interfere. First-rate 
managements, though they have difficulty in solving such 
problems, do not find them insuperable ; but the la,w is not 
now in a position to lay down a standard to which they 
could safely conform; and accordingly could hwdly im- 
pose a liability where they have acted in their honest 
discretion as to what seems best for all concerned. 
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Management in the Market 

The problem of open market operations reaches its 
most acute stage when the corporate officers are them- 
selves trading; or when the corporation or an affiliate of 
it is itself buying or selling. 

A director or member of the corporate management 
necessarily has a tremendous advantage in speculating in 
the securities of his corporation. He has access to infor- 
mation not available to the market; he may well have rea- 
son to know that the open market appraisal is either too 
low or too high; and by appropriate purchases or sales 
he can enrich himself. This necessarily puts him in a 
position directly adverse to the shareholders of the cor- 
poration. He would be buying from stockholders who 
ought not to sell. He would be selling at a time when 
the stock is not worth the price he is asking incoming 
shareholders to pay for it, and he would be doing this 
on the basis of information which he has acquired, not 
individually, but in his capacity as a manager of the 
corporation and which accordingly belongs in equity to 
the body of shareholders as a whole. 

The cognate situation arises when the corporation 
itself buys and sells its own shares. Legally it has power 
to do this, at least to the extent of its surplus. Appar- 
ently, though the cases have not yet so held, paid-in 
surplus may be used to purchase shares of the corpora- 
tion’s own stock. This operates in two ways. It may 
affect the open market price or quotation of the shares 
as a whole; and also it may yield profits (or losses, as 
the case may be) to the corporation which ultimately 
affect the values applicable to the outstanding shares. 
At the worst the corporation may maintain a “pegged” 
or artificial price for its stock. 

326 



Management in the Market 


327 


Since the assumption of a shareholder and the theory 
of the open market is that there is the appraisal of a 
free association of buyers and sellers, the intervention 
either of the management, with its peculiar information, 
or of the corporation, with its ability to use some of the 
corporate assets for that purpose, materially impairs both 
the accuracy of the open market appraisal, and the sup- 
posed liquidity of the securities. Both situations must 
be considered. 

Directors and Officers as Buyers and Sellers of Stock 

No figures are available, and indeed in the nature of 
things information could hardly be secured, as to the 
extent of trading operations of corporate officers in their 
own stock. It is known that certain companies, usually 
under the dominance of some strong individual, decline 
to permit anyone connected with the concern, whether as 
director or as employee to conduct speculative operations 
in the corporate stock. On the other hand, it is certain 
that this is not the general practice; and that many direc- 
tors feel perfectly free to buy and sell, though there is a 
certain squeamishness about disclosing their operations. 

The law has had occasion to deal with this situation, 
the authorities dividing sharply. Once more legal meta- 
physics have been invoked. One group of states, com- 
prising the majority and following the lead of New 
York, took the the view that a director might 
trade in the market in securities of his corporation 
exactly as might any other individual; and that he was 
under no obligation to disclose any special information 
which he might have. If he were informed of some pe- 
culiarly advantageous development in advance of the 
shareholder, he might purchase stock without disclosing 
this information; if he knew of some unfavorable turn he 
might sell stock without announcing the reason. Since 
this placed a director who nominally represented the in- 
terests of stockholders in a position necessarily adverse to 
them, it was necessary to invoke some logistic reasoning 
to justify the result. The time honored distinction be- 
tween the “corporation” and the individual shareholders 
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was brought in for this purpose. In the leading case in 
New York^ the courts adopted the view that directors 
were trustees and fiduciaries for the corporation only; but 
as the corporation was a separate entity from the stock- 
holders, they were under no duty to the stockholders as 
individuals. Since buying and selling stock from or to a 
shareholder was a transaction between individuals, the 
director was under no duty to the shareholder to disclose 
his information, or to avoid placing himself in an obvi- 
ously adverse position. 

The succinct statement really was made by Judge 
Sutherland, who observed: 

“There is . . a certain trust relation between the shareholders 
and the directors of a corporation; but the trust put in the directors 
usually extends, and I must assume that in this case it extended only 
to the management of the general affairs of the corporation with a 
view to dividends or profits; and, therefore, that the trust relation 
between the plaintiff and the defendant, Danforth, extended no far- 
ther. . The plaintiffs stock was not the subject of trust between 
them, nor had the trust relation between them any connection with 
the plaintiffs stock, except so far as the good or bad management of 
the general affairs of a corporation by its directors, indirectly affects 
the value of its stock.*’ 

A series of cases comprising the weight of authority 
in America follows this rule. 

It can only be pointed out that this ignores the func- 
tion of the security market, and particularly the economic 
fact that the investor of today must look to the market 
as the means by which his capital is ultimately repaid 
to him. The corporation makes use of the market ma- 
chinery in lieu of a definite promise of repayment, or a 
time of liquidation. This fact, far less important in 1868 
when the rule was laid down, has become paramount 
today; and to say that directors can ignore market values 
simply begs the question. 

A precisely contrary rule has been reached in a mi- 
nority of jurisdictions. In certain southern and western 
states, notably Georgia and Kansas, the courts have 
adopted a square rule that a director trading in the mar- 
ket must disclose the material facts which he knows, 
otherwise a shareholder selling to him or buying from 
him may hold the director liable for the damages suffered. 

* Carpenter v. Danforth, 52 Barbour, 581 (New York 1868). 
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The theory is that any information which the director 
has is held by him solely as trustee for all of the share- 
holders including him whose stock is being bought or 
sold; that in buying or selling the shareholder is entitled 
to the benefit of such information; and that the director 
cannot use such information for his own individual bene- 
fits. Judge Lamar, taking square issue with the old New 
York rule quoted the above and said precisely: 

“It is a matter of common knowledge that the market value of 
shares rises and falls, not only because of an increase or decrease in 
tangible property, but by reason of real or contemplated action on 
the part of managing officers; declaring or passing dividends; the 
making of fortunate or unfortunate contracts; the loss or gain of 
property in dispute; profitable or disadvantageous sales or leases. And 
to say that a director who has been placed where he himself may 
raise or depress the value of the stock, or in a position where he first 
knows of facts which may produce that result, may take advantage 
thereof, and buy from or sell to one whom he is directly representing, 
without making a full disclosure and putting the stockholder on an 
equality of knowledge as to these facts, would offer a premium for 
faithless silence, and give a reward for the suppression of truth, . . 

and the metaphysical point that the director had no fidu- 
ciary relation towards stockholders as individuals was 
accordingly rejected. 

An intermediate rule exists in the Federal courts and 
in a few other states. The United States Supreme Court 
adopted the reasoning of Judge Sutherland in New York; 
but qualified it by saying that special facts might take a 
case out of the rule. Among the special facts so recog- 
nized are cases where the director or ofiicer has been 
made an agent of the corporation to sell its property, or 
to secure offers for its assets or the like. The reasoning 
underlying this rule is not particularly clear; in substance 
the result is that although the liability of the director is 
not set up, yet where a case arises involving too great 
hardship, the court may be induced to intervene. 

Debate as to the desirability of the rule is perhaps 
profitless. Opinion seems to be divided among business 
men themselves, some holding that the making of inci- 
dental profits from trading in the stock of his corxwration 
is one of the ways by which a director gets paid; others, 
that it should not be permitted save under extraordinary 
circumstances. It would seem that the real solution of 
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the problem lies, not in prohibitions upon the directors, 
but in imposing rules requiring general disclosure by the 
corporation of all material facts tending to change open 
market appraisals. The practice of the United States 
Steel Company during the life of Judge Gary was to de- 
clare dividends at a meeting of the board of directors, 
and to make announcement before any director was al- 
lowed to leave the room — the disclosure following so 
quickly upon the action that no individual could take 
advantage of the information. So complete or prompt a 
disclosure could not, of course, be possible in all eases; 
but it is certain that a far greater degree of information 
could be vouchsafed to the stockholders or to the market 
in general than is often done. Information once granted 
to the market is available to everyone, whether or not 
individually communicated to him. While a director 
trading with a shareholder through the medium of a 
stock exchange could not greet him face to face and dis- 
close to him information, and while a corporation can 
hardly be expected to send daily bulletins to all its stock- 
holders ’ lists, the machinery of the stock and news tickers, 
and the distribution of information throughout the mar- 
ket has reached a point making it possible to discount or 
revise market appraisals almost instantaneously. As the 
standards of disclosure of corporate affairs become more 
exacting, the problem of the directors and managers in 
the market will become increasingly less important. 

The “control” being as yet relatively unconsidered 
by the law save in certain rare instances, has not yet 
achieved legal recognition in open market operations. To 
the extent that courts do not permit free trading by di- 
rectors without disclosure, the requirements are fastened 
upon him as an officer of the corporation by virtue of his 
peculiar office. It would seem, for all that appears at 
present, that a man who held no titular office but domi- 
nated the corporation through some “control” machin- 
ery, would be freed from any restriction. 

Any survey of the problem of open securities markets 
reveals the existence of a great void, both in economic 
and legal theory. Whether because securities markets 
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have only recently attained the dominant position they 
now hold, or because the problem has proved unduly com- 
plex, neither branch of theory seems to have thoroughly 
attacked the problem. The law is perhaps excusable in 
this regard, since it can never do more than make effec- 
tive the conclusions of the community. Indications are 
not wanting that a focus of interest in the open market 
problem is now being reached. We should expect the next 
decade to be filled with attempts to deal with this ques- 
tion. Undoubtedly more can be done with existing finan- 
cial machinery than has yet been accomplished. The 
New York Stock Exchange makes slow but steady prog- 
ress in an endeavor to provide a continuous basis for 
appraisal of securities available to everyone. Legisla- 
tion, of varying degrees of wisdom, is being constantly 
proposed. A real difficulty lies in the fact that in the 
securities markets, as in the case of commodity markets, 
the economic analysis is embryonic; there is no centralized 
mechanism of control analogous to the Federal Reserve 
Bank in the banking field; and the law can merely pick 
up occasional instances of specific unethical conduct. 

And yet, it is plain that the whole future of the pres- 
ent system is inextricably bound to the successful 
functioning of the securities markets. If the apparent 
liquidity provided by the stock markets were eliminated, 
the history of industrial capitalism would probably take 
a new direction. Were it realized that capital invested 
in securities is at least potentially “frozen,” financing 
would become more difficult and the size of industrial 
combinations might be considerably limited. Correspond- 
ingly, banking credits, standards of living and the habits 
of the community might conceivably change. As far as 
can be observed now, the direction of thought appears 
to be towards preserving liquidity; buttressing the stock 
markets; and increasing their importance as a responsible 
financial mechanism. 
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CHAPTER I 


The Traditional Logic of Property 

The shifting relationships of property and enterprise 
in American industry here described, raise in sharp relief 
certain legal, economic, and social questions which must 
now be squarely faced. Of these the greatest is the ques- 
tion in whose interests should the great quasi-public cor- 
porations (now representing such a large proportion of 
industrial wealth) be operated. This problem really asks 
in a different form the question, who should receive the 
profits of industry! 

It is traditional that a corporation should be run for 
the benefit of its owners, the stockholders, and that to 
them should go any profits which are distributed.^ We 
now know, however, that a controlling group may hold 
the power to divert profits into their own pockets. There 
is no longer any certainty that a corporation will in fact 
be run primarily in the interests of the stockholders.* 
The extensive separation of ownership and control, and 
the strengthening of the powers of control, raise a new 
situation calling for a decision whether social and legal 
pressure should be applied in an effort to insure corporate 
operation primarily in the interests of the “owners” or 
whether such pressure shall be applied in the interests of 

some other or wider group. 

The lawyer answers this question in no uncertain 
terms by applying to the quasi-public corporation the 
traditional logic of property. The common law, extended 


‘ Bonus schemes are usually undertaken with an aim of tncreamg 
the profit remaining and available to be distributed as dividen^ds. For 
this reason they must, in general, be regarded as a cost to the stock- 
holders rather than as a sharing or distribution of profit. 

’ While there are other possible groups,— the employees, the con- 
sumers, etc., in whose interest a corporation might be run, discussion 
of them can best be delayed. 
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to meet the new situation, logically demands the award of 
the entire profit to the security holders, and in particular 
to the stockholders. According to this logic a corpora- 
tion should be operated primarily in their interests. 

The legal argument is largely historical; but it has 
been built up through a series of phases which make 
this conclusion inevitable. From earliest times the owner 
of property has been entitled to the full use or disposal 
of his property,* and in these rights the owner has been 
protected by law. Since the use of industrial property 
consists primarily of an effort to increase its value — to 
make a profit — the owner of such property, in being en- 
titled to its full use, has been entitled to all accretions to 
its value — to all the profits which it could be made to 
earn. In so far as he had to pay for the services of other 
men or other property in order to accomplish this in- 
crease in value, these payments operated as deductions; 
the profit remaining to him was the difference between 
the added value and the cost of securing these services. 
To this difference, however, the owner has traditionally 
been entitled. The state and the law have sought to pro- 
tect him in this right. 

From earliest times, also, the stockholder in the cor- 
poration has posed both as the owner of the corporation 
and the owner of its assets. He was removed slightly 
from legal ownership in the assets in that he did not have 
legal “title” to them — that was vested in the corpora- 
tion; but collectively the stockholders, through their par- 
ticipations were entitled to the whole of corporate assets 
and to the whole of any corporate profits which could be 
made. The corporation was theirs, to be operated for 
their benefit. 

In the development of the corporation, constantly 
widening powers over the management of the enterprise 
have been delegated to groups within the corporation. 
At first these powers concerned mainly the technical 
(profit-making) activity of the enterprise. Later, powers 
were delegated which had to do with the distribution of 
profits and interests among the security holders. With 

* Hxcept as impaired by the exercise of police power by the state. 
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the separation of ownership and control, these powers 
developed to a stage permitting those in control of a cor- 
poration to use them against the interests of ownership. 
Since powers of control and management were created 
by law, in some measure this appeared to legalize the 
diversion of profit into the hands of the controlling group. 

Following the traditional logic of property, however, 
it is clear that these powers are not absolute. They are, 
rather, powers in trust. The controlling group is, in 
form at least, managing and controlling a corporation 
for the benefit of the owners. While insertions might be 
made in corporation statutes and in corporate charters 
apparently giving power which could be used against the 
interests of the owners, these were, in the light of the com- 
mon law, only grants of power to the controlling group, 
the better to operate the corporation in the interests of 
its owners. The very multiplication of absolute powers, 
including power to shift interests in the corporate assets 
and profits from security holders to those in control threw 
into bold relief the tacit (but by no means fictitious) 
understanding that all these powers were designed for 
the benefit of the corporation as a whole, and not for the 
individual enrichment of the management or control. 
While the law fumbled in application of this principle, 
and developed through a series of rules, sometimes incon- 
sistent and often not clear in application, not a single 
case on record denies the ultimate trusteeship of the con- 
trolling group, nor even faintly implies that such a group 
may use its power for its individual advantage. Fact- 
situations can be “rigged” whereby the individual profit 
of this group is made to appear an advantage to the cor- 
poration as a whole; advantage may be taken of emer- 
gencies in which the management and control present 
the security-holding group with the alternative of per- 
mitting profit to the “control” on the one hand or 
inviting disaster on the other. Sometimes the courts, 
shielding themselves behind a consideration of the advan- 
tage to the “corporation as a whole,” have overlooked 
the fact that apparent advantage to the mythical corpo- 
rate entity may mean staggering loss to its separate own- 
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ers; and that it is often necessary to trace what group 
within the corporation receives the nltimate advantage. 
Despite these situations, in many of which the controlling 
group is able, ’first, to seize a portion of the corporate 
profits and, second, to hold them against legal attack, the 
theory of the law seems clear. All the powers granted to 
management and control are powers in trust. 

Tracing this doctrine back into the womb of equity, 
whence it sprang, the foundation becomes plain. Wher- 
ever one man or a group of men entrusted another man 
or group with the management of property, the second 
group became fiduciaries. As such they were obliged to 
act conscionably, which meant in fidelity to the interests 
of the persons whose wealth they had undertaken to han- 
dle. In this respect, the corporation stands on precisely 
the same footing as the common-law trust. Since the 
business problems connected with trusts were relatively 
restricted, a series of fairly accurate regulations could be 
worked out by the equity courts constraining the trustee 
to certain standards of conduct. The corporation, which 
carried on any and every kind of business, raised a set 
of problems of conduct infinitely more varied, and calling 
for expert business judgment which courts were not 
equipped to render. Fixed standards of conduct, ther- 
fore, became impossible of development in the corporate 
situation; such rigid standards as were worked out, (for 
instance, the standard that no stock must be issued unless 
first offered preemptively to existing shareholders) be- 
came arbitrary or inapplicable in the complex corporate 
structure of today. But though definite rules could not 
be laid down, the courts have maintained a supervisory 
jurisdiction; the fundamental principle of equitable con- 
trol remains unimpaired; and the only question is how 
it should be applied in each case. Inability to answer 
these questions has given ample latitude to the control 
to absorb a portion of the corporate profits. This does 
not mean, however, that the law concedes them a right 
to such absorption. It merely means that legal machinery 
may not be sufficiently developed to accomplish a remedy. 
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Underlying all this is the ancient preoccupation of 
the common law with the rights of property. Primarily, 
the common law did not undertake to set up ideal schemes 
of government. It aimed to protect men in their own. 
Only where the property interests conflicted with some 
very obvious public policy did the law interfere. Its 
primary design was protecting individual attributes of 
individual men, — their right to property, to free motion 
and locomotion, to protection of individual relationships 
entered into between them. In this aspect the corpora- 
tion was merely one more bit of machinery by which the 
property of individuals was managed by other individ- 
uals; and the corporate management took its place in the 
picture alongside of agents, trustees, ship captains, part- 
ners, joint adventurers, and other fiduciaries. As the 
power of the corporate management has increased, and 
as the control of the individual has sunk into the back- 
ground, the tendency of the law has been to stiffen its 
assertion of the rights of the security holder. The thing 
that it has not been able to stiffen has been its regulation 
of the conduct of the business by the corporate manage- 
ment. And this omission has resulted, not from lack of 
logical justification, but from lack of ability to handle 
the problems involved. The management of an enterprise 
is, by nature, a task which courts can not assume; and the 
various devices by which management and control have 
absorbed a portion of the profit-stream have been so inti- 
mately related to the business conduct of an enterprise, 
that the courts seem to have felt not only reluctant to in- 
terfere, but positively afraid to do so. 

The result accordingly is that the profits of the enter- 
prise, so far as the law is concerned, belong to the security 
holders in toto. Division of these profits among the va- 
rious groups of security holders is a matter of private 
agreement, biit they, between them, have the complete 
right to all of the profits which the corporation has made. 
Not only that: they are entitled to those profits which 
the management in reasonable exercise of its powers 
ought to make. They have further a right that no one 
shall become a security holder except upon a suitable 
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contribution to the corporate assets — that is, that the 
security holding group shall be a group of persons who 
have committed actual property to the administration of 
the management and control of the corporation. 

Such is the view which the law has developed by 
extending to the new situation the traditional logic of 
property. The control group is not in a position openly to 
combat this logic. Constant appeals are made both to 
this ideology and to its legal basis when corporations go 
into the market seeking capital. The expectation of the 
entire profit is the precise lure used to induce investment 
in corporate enterprises. The possibilities of the situation 
are continuously stressed by investment bankers who, 
in turn, act for the corporate management and control 
when the latter are bidding for the public investor’s sav- 
ings. Whatever their private views or actual practice, the 
control groups within corporations have estopped them- 
selves from maintaining any other view. The legal 
hypothesis has been too much the basis of the financial 
structure of today. 

Yet, while this conclusion may result inevitably when 
the traditional logic of property is applied to the new 
situation, are we justified in applying this logic? In the 
past, the ownership of business enterprise, the only form 
of property with which we are here concerned, has always, 
at least in theory, involved two attributes, first the risk- 
ing of previously collected wealth in profit-seeking enter- 
prise; and, second, the ultimate management of and 
responsibility for that enterprise. But in the modem 
corporation, these two attributes of ownership no longer 
attach to the same individual or group. The stockholder 
has surrendered control over his wealth. He has become 
a supplier of capital, a risk-taker pure and simple, while 
ultimate responsibility and authority are exercised by di- 
rectors and “control.” One traditional attribute of 
ownership is attached to stock ownership; the other 
attribute is attached to corporate control. Must we not, 
therefore, recognize that we are no longer dealing with 
property in the old sense? Does the traditional logic of 
property still apply? Because an owner who also exer- 
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cises control over his wealth is protected in the full 
receipt of the advantages derived from it, must it neces- 
sarily follow that an owner who has surrendered control 
of his wealth should likewise he protected to the full? 
May not this surrender have so essentially changed his 
relation to his wealth as to have changed the logic appli- 
cable to his interest in that wealth? An answer to this 
question cannot be found in the law itself. It must be 
sought in the economic and social background of law. 



CHAPTER II 


The Traditional Logic of Profits 

The economist, approaching the problems growing 
out of the shifting relationship of property and enter- 
prise which we have examined, must start from a differ- 
ent background and with a set of interests differing essen- 
tially from those of the law. His interest is not primarily 
in the protection of man in his own, but in the production 
and distribution of what man desires. He is preoccupied, 
not with the rights of property, but with the production 
of wealth and distribution of income. To him property 
rights are attributes which may be attached to wealth 
by society and he regards them and their protection, not 
as the inalienable right of the individual or as an end in 
themselves, but as a means to a socially desirable end,^ 
namely, “a plentiful revenue and subsistence” for the 
people. 

The socially beneficent results to be derived from 
the protection of property are supposed to arise, not from 
the wealth itself, but from the efforts to acquire wealth. 
A long line of economists have developed what might be 
called the traditional logic of profits. They have held 
that, in striving to acquire wealth, that is, in seeking 
profits, the individual would, perhaps unconsciously, sat- 
isfy the wants of others. By carrying on enterprise he 


’ Adam Smith treated property as a “natural right” (following the 
teachings of Locke) and its protection as a “law of nature.” At the 
same time he analyzed the beneficent results which might be expected 
to flow from making actual conditions conform to this “law of nature,” 
i. e., from protecting property. The Nineteenth Century has seen the 
atrophy of the idea of “natural law” and the shift of emphasis to the 
advantages of the protection of property. See Adam Smith, “Wealth 
of Nations,” Book I, Chap. X, Pt. II. 
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would employ his energy and wealth in such a way as to 
obtain more wealth.* In this effort, he would tend to 
make for profit those things which were in most demand. 
Competition among countless producers could be relied 
upon in general to maintain profits within reasonable lim- 
its while temporarily excessive profits in any one line of 
production would induce an increase of activity in that 
line with a consequent drop of profits to more reasonable 
levels. At the same time it was supposed that the busi- 
ness man’s effort to increase his profits would, in general, 
result in more economical use of the factors of production, 
each enterprise having to compete with others for the 
available economic resources. Therefore, it has been ar- 
gued that by protecting each man in the possession of 
his wealth and in the possession of any profits he could 
make from its use, society would encourage enterprise 
and thereby facilitate the production and distribution of 
goods desired by the community at reasonable prices with 
economic use of labor, capital, and business enterprise. 
By protecting property rights in the instruments of pro- 
duction, the acquisitive interests of man could thus be 
more effectively harnessed to the benefit of the com- 
munity. 

It must be seen that under the condition just de- 
scribed, profits act as a return for the performance of 
two separate functions. First, they act as an inducement 
to the individual to risk his wealth in enterprise, and, 
second, they act as a spur, driving him to exercise his ut- 
most skill in making his enterprise profitable.® In the 
case of a private enterprise the distinction between these 
two functions does not assume importance. The owner 
of a private business receives any profits made and per- 
forms the functions not only of risk taking but of ulti- 

* Since this study is concerned with property rights in the instru- 
ments of production, we need not here consider the process of acquir- 
ing wealth in the form of wages and salaries or in the form of interest. 

’These two functions have been recognized in the current litera- 
ture on profits. Some writers have maintained that profits are pri- 
marily a return for the taking of risk while others have maintained 
that they are primarily a return for exercising business judgment and 
enterprise. See S. H. Nerlove, “Recent Writings on Profits,” The 
Journal of Business of the University of Chicago, Vol. II (1929), 
p. 363. 
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mate management as well/ It may be that in the past 
when industry was in the main carried on by a multitude 
of small private enterprises the community, through pro- 
tecting property, has induced a large volume of risk- 
taking and a vigorous conduct of industry in exchange 
for the profits derived therefrom. 

In the modem corporation, with its separation of 
ownership and control, these two functions of risk and 
control are, in the main, performed by two different 
groups of people. Where such a separation is complete 
one group of individuals, the security holders and in par- 
ticular the stockholders, performs the function of risk- 
takers and suppliers of capital, while a separate group 
exercises control and ultimate management. In such a 
case, if profits are to be received only by the security 
holders, as the traditional logic of property would require, 
how can they perform both of their traditional economic 
roles? Are no profits to go to those who exercise con- 
trol and in whose hands the efficient operation of enter- 
prise ultimately rests? 

It is clear that the function of capital supplying and 
risk-taking must be performed and that the security 
holder must be compensated if an enterprise is to raise 
new capital and expand its activity just as the workers 
must be paid enough to insure the continued supplying of 
labor and the taking of the risks involved in that labor 
and in the life based on it. But what if profits can be 
made more than sufficient to keep the security holders 
satisfied, more than sufficient to induce new capital to 
come into the enterprise?’ Where is the social advantage 
in setting aside for the security holder, profits in an 
amount greater than is sufficient to insure the continued 

* Even though he employs a manager to carry on the immediate 
activities of the business, his desire for profits presumably induces him 
to select the most efficient manager available and to require of him 
a high standard of performance. 

* “Profits sufficient to keep the security holders satisfied,” etc., is a 
vague expression and not easily defined. In practice, however, it is 
not necessarily so vague. Dissatisfaction among stockholders is pre- 
sumably not important if it does not make itself known; and inability 
to raise new capital with ease is likely to be all too evident to a con- 
trolling group. 
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supplying of capital and taking of risk? The prospect 
of additional profits cannot act as a spur on the security 
holder to make him operate the enterprise with more vigor 
in a way to serve the wants of the community, since he is 
no longer in control. Such extra profits if given to the 
security holders would seem to perform no useful eco- 
nomic function. 

Furthermore, if all profits are earmarked for the 
security holder, where is the inducement for those in 
control to manage the enterprise efficiently? When none 
of the profits are to be received by them, why should they 
exert themselves beyond the amount necessary to main- 
tain a reasonably satisfied group of stockholders? If the 
profit motive is the powerful incentive to action which 
it is supposed to be, and if the community is best served 
when each enterprise is operated with the aim of making 
the maximum profit, would there not be great social 
advantage in encouraging the control to seize for them- 
selves any profits over and above the amount necessary as 
a satisfactory return to capital? Would not the prospect 
of this surplus profit act as an incentive to more efficient 
management by those in control? Certainly, one cannot 
escape the conclusion that if profits have any influence 
as a motivating force, any surplus which can be made over 
a satisfactory return to the investor would be better 
employed when held out as an incentive to action by 
control than when handed over to the “owners” who have 
surrendered control. 

This conclusion is somewhat modified by the fact that 
the separation of ownership and control has not yet be- 
come complete. While a large body of stockholders are 
not in a position to exercise any degree of control over the 
affairs of their corporation,* those actually in control are 
usually stockholders though in many cases owning but a 
very Rmnll proportion of the total stock. It may be that 
the prospect of receiving one or two per cent of the total 
added profit which could be produced by their own more 

• Except under the most unusual conditions as for instance in case 
of a proxy fight, when the bulk of the stockholders play the role of the 
populace supporting or refusing to support a palace revolution. 
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vigorous activity would be sufficient inducement to pro- 
duce the most efficient operation of which the controlling 
group are capable. It remains true, however, that profits 
over enough to keep the remaining stockholders satisfied 
and to make possible the raising of new capital would 
still involve an economically wasteful disposal. Only 
the one or two per cent of profits going to the controlling 
group would perform both roles traditionally performed 
by profits. 

The traditional logic of profits, when thus applied 
to the modern corporation, would indicate that if profits 
must he distributed either to the owners or to the control, 
only a fair return to capital should be distributed to the 
“owners”; while the remainder should go to the control 
as an inducement to the most efficient ultimate manage- 
ment. The corporation would thus be operated financially 
in the interests of control, the stockholders becoming 
merely the recipients of the wages of capital. 

This conclusion runs directly counter to the conclu- 
sion reached by applying the traditional logic of prop- 
erty to precisely the same situation — and is equally 
suspect. 



CHAPTER III 


The Inadequacy of Traditional Theory 

When such divergent results are obtained by the ap- 
plication of the logic of two major social disciplines to 
a new fact situation, we must push our inquiry still fur- 
ther back into the assumptions and concepts of those 
disciplines. 

Underlying the thinking of economists, lawyers and 
business men during the last century and a half has been 
the picture of economic life so skillfully painted by Adam 
Smith. Within his treatise on the “Wealth of Nations” 
are contained the fundamental concepts which run 
through most modem thought. Though adjustments in 
his picture have been made by later writers to account 
for new conditions, the whole has been painted in the 
colors which he supplied. Private property, private en- 
terprise, individual initiative, the profit motive, wealth, 
competition, — these are the concepts which he employed 
in describing the economy of his time and by means of 
which he sought to show that the pecuniary self-interest 
of each individual, if given free play, would lead to the 
optimum satisfaction of human wants. Most writers of 
the Nineteenth Century built on these logical foundations, 
and current economic literature is, in large measure, cast 
in such terms. 

Yet these terms have ceased to be accurate, and there- 
fore tend to mislead in describing modem enterprise as 
carried on by the great corporations. Though both the 
terms and the concepts remain, they are inapplicable to a 
dominant area in American economic organization. New 
terms, connoting changed relationships, become necessary. 

"V^en Adam Smith talked of “enterprise” he had in 
mind as the typical unit the small individual business in 
which the owner, perhaps with the aid of a few appren- 

345 



346 The Modern Corporation and Private Property 

tices or workers, labored to produce goods for market or 
to carry on commerce. Very emphatically he repudiated 
the stock corporation as a business mechanism, holding 
that dispersed ownership made efficient operation impos- 
sible. “The directors of such companies . . he pointed 
out, “being the managers rather of other people’s money 
than of their own, it cannot well be expected that they 
should watch over it with the same anxious vigilance 
with which the partners in a private copartnery fre- 
quently watch over their own. Like the stewards of a 
rich man, they are apt to consider attention to small 
matters as not for their master’s honour, and very easily 
give themselves a dispensation from having it. Negli- 
gence and profusion, therefore, must always prevail, more 
or less, in the management of the affairs of such a com- 
pany. It is upon this account that joint stock companies 
for foreign trade [at the time he was writing the only 
important manifestation of the corporation outside of 
banks, insurance companies, and water or canal compa- 
nies] have seldom been able to maintain the competition 
against private adventurers. They have, accordingly, 
very seldom succeeded without an exclusive privilege, 
and frequently have not succeeded with one. Without an 
exclusive privilege they have commonly mismanaged the 
trade. With an exclusive privilege they have both mis- 
managed and confined it.”* 

Yet when we speak of business enterprise today, we 
must have in mind primarily these very units which 
seemed to Adam Smith not to fit into the principles which 
he was laying down for the conduct of economic activity. 
How then can we apply the concepts of Adam Smith in 
discussing our modem economy? 

Let ns consider each of these concepts in turn. 

Private Property 

To Adam Smith and to his followers, private property 
was a unity involving possession. He assumed that own- 
ership and control were combined. Today, in the modem 
corporation, this unity has been broken. Passive prop- 

* Adam Smith, ‘‘The Wealth of Nations.” Everyman’s Library 
edition, Vol. II, p, 229. 
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erty, — specifically, shares of stock or bonds, — gives its 
possessors an interest in an enterprise but gives them 
practically no control over it, and involves no responsi- 
bility, Active property, — ^plant, good will, organization, 
and so forth which make up the actual enterprise, — is 
controlled by individuals who, almost invariably, have 
only minor ownership interests in it. In terms of rela- 
tionships, the present situation can be described as in- 
cluding: — (1) “passive property,” consisting of a set of 
relationships between an individual and an enterprise, 
involving rights of the individual toward the enterprise 
but almost no effective powers over it; and (2) “active 
property,” consisting of a set of relationships under 
which an individual or set of individuals hold powers 
over an enterprise but have almost no duties in respect to 
it which can be effectively enforced. When active and 
passive property relationships attach to the same indi- 
vidual or group, we have private property as conceived 
by the older economists. When they attach to different 
individuals, private property in the instruments of pro- 
duction disappears. Private property in the share of 
stock still continues, since the owner possesses the share 
and has power to dispose of it, but his share of stock is 
only a token representing a bundle of ill-protected rights 
and expectations. It is the possession of this token which 
can be transferred, a transfer which has little if any in- 
fluence on the instruments of production. Whether pos- 
session of active property, — ^power of control over an 
enterprise, apart from ownership, — will ever be looked 
upon as private property which can belong to and be 
disposed of by its possessor is a problem of the future, 
and no prediction can be made with respect to it.* What- 
ever the answer, it is clear that in dealing with the modem 
corporation we are not dealing with the old type of pri- 
vate property. Our description of modem economy, in 
so far as it deals with the quasi-public corporation, must 
be in terms of the two forms of property, active and pas- 
sive, which for the most part lie in different hands. 

■Such would be the case, for instance, if by custom the position 
of director became hereditary and this custom were given legal sanction. 
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Wealth 

In a similar way, the concept “wealth” has been 
changed and divided. To Adam Smith, wealth was com- 
posed of tangible things, — wheat and land and buildings, 
ships and merchandise, — ^and for most people wealth is 
still thought of in physical terms. Yet in connection with 
the modem corporation, two essentially different types of 
wealth exist. To the holder of passive property, the stock- 
holder, wealth consists, not of tangible goods, — ^factories, 
railroad stations, machinery, — but of a bundle of expec- 
tations which have a market value and which, if held, 
may bring him income and, if sold in the market, may give 
him power to obtain some other form of wealth. To the 
possessor of active property, — the “control” — ^wealth 
means a great enterprise which he dominates, an enter- 
prise whose value is for the most part composed of the 
organized relationship of tangible properties, the exist- 
ence of a functioning organization of workers and the 
existence of a functioning body of consumers.* Instead of 
having control over a body of tangible wealth with an 
easily ascertainable market value, the group in control of 
a large modem corporation is astride an organism which 
has little value except as it continues to function, and for 
which there is no ready market. Thus, side by side, these 
two forms of wealth exist: — on the one hand passive 
wealth, — liquid, impersonal and involving no responsibil- 
ity, passing from hand to hand and constantly appraised 
in the market place; and on the other hand, active wealth, 
— great, functioning organisms dependent for their lives 
on their security holders, their workers and consumers, 
but most of all on their mainspring, — “control.” The 
two forms of wealth are not different aspects of the same 
thing, but are essentially and functionally distinct. 

•The concept of the consumer as a functioning part of a great 
enterprise is one which may at first be difficult to grasp. Yet, just 
as a body of members is essential to the continued existence of a club, 
so a body of consumers is essential to the continued existence of an 
enterprise. In each case the members or consumers are an integral 
part of the association or enterprise. In each case membership is 
obtained at a cost and for the purpose of obtaining the benefits. The 
advertising slogan, “Join the Pepsodent Family,” is perhaps unintended 
recognition of this fact. 
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Private Enterprise 

Again, to Adam Smith, private enterprise meant an 
individual or few partners actively engaged and relying 
in large part on their own labor or their immediate direc- 
tion. Today we have tens and hundreds of thousands 
of owners, of workers and of consumers combined in sin- 
gle enterprises. These great associations are so different 
from the small, privately owned enterprises of the past 
as to make the concept of private enterprise an ineffective 
instrument of analysis. It must be replaced with the con- 
cept of corporate enterprise, enterprise which is the 
organized activity of vast bodies of individuals, workers, 
consumers and suppliers of capital, under the leadership 
of the dictators of industry, “control.” 

Individual Initiative 

As private enterprise disappears with increasing 
size, so also does individual initiative. The idea that an 
army operates on the basis of “rugged individualism” 
would be ludicrous. Equally so is the same idea with re- 
spect to the modern corporation. Group activity, the 
coordinating of the different steps in production, the 
extreme division of labor in large scale enterprise neces- 
sarily imply not individualism but cooperation and the 
acceptance of authority almost to the point of autocracy. 
Only to the extent that any worker seeks advancement 
within an organization is there room for individual initia- 
tive, — ^an initiative which can be exercised only within 
the narrow range of function he is called on to perform. 
At the very pinnacle of the hierarchy of organization in 
a great corporation, there alone, can individual initiative 
have a measure of free play. Yet even there a limit is set 
by the willingness and ability of subordinates to carry out 
the will of their superiors. In modem industry, indi- 
vidual liberty is necessarily curbed. 

The Profit Motive 

Even the motivation of individual activity has 
changed its aspect. For Adam Smith and his followers, 
it was possible to abstract one motive, the desire for 



350 The Modern Corporation and Private Property 


personal profit, from all the motives driving men to action 
and to make this the key to man’s economic activity. 
They could conclude that, where true private enterprise 
existed, personal profit was an effective and socially 
beneficent motivating force. Yet we have already seen 
how the profit motive has become distorted in the modern 
corporation. To the extent that profits induce the risk- 
ing of capital by investors, they play their customary 
role. But if the courts, following the traditional logic of 
property, seek to insure that all profits reach or be held 
for the security owners, they prevent profits from reach- 
ing the very group of men whose action is most important 
to the efficient conduct of enterprise. Only as profits are 
diverted into the pockets of control do they, in a measure, 
perform their second function. 

Nor is it clear that even if surplus profits were held 
out as an incentive to control they would be as effective 
an instrument as the logic of profits assumes. Presumably 
the motivating influence of any such huge surplus profits 
as a modern corporation might be made to produce would 
be subject to diminishing returns. Certainly it is doubt- 
ful if the prospect of a second million dollars of income 
(and the surplus profits might often amount to much 
larger sums) would induce activity equal to that induced 
by the prospect of the first million or even the first hun- 
dred thousand. Profits in such terms bear little relation 
to those envisaged by earlier writers. 

Just what motives are effective today, in so far as 
control is concerned, must be a matter of conjecture. But 
it is probable that more could be learned regarding them 
by studying the motives of an Alexander the Great, seek- 
ing new worlds to conquer, than by considering the 
motives of a petty tradesman of the days of Adam Smith. 

Competition 

Finally, when Adam Smith championed competition 
as the great regulator of industry, he had in mind units 
so small that fixed capital and overhead costs played a 
role so insignificant that costs were in large measure 
determinate and so numerous that no single unit held an 
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important position in the market. Today competition in 
markets dominated by a few great enterprises has come 
to be more often either cut-throat and destructive or so 
inactive as to make monopoly or duopoly conditions pre- 
vail. Competition between a small number of units each 
involving an organization so complex that costs have 
become indeterminate does not satisfy the condition 
assumed by earlier economists, nor does it appear likely 
to be as effective a regulator of industry and of profits as 
they had assumed. 

In each of the situations to which these fundamental 
concepts refer, the Modem Corporation has wrought such 
a change as to make the concepts inapplicable.* New 
concepts must be forged and a new picture of economic 
relationships created. It is with this in mind that at the 
opening of this volume the modem corporation was posed 
as a major social institution; and its development was 
envisaged in terms of revolution. 

^ It is frequently suggested that economic activity has become 
vastly more complex under modern conditions. Yet it is strange 
that the concentration of the bulk of industry into a few large units 
has not simplified rather than complicated the economic process. It 
is worth suggesting that the apparent complexity may arise in part 
from the effort to analyze the process in terms of concepts which 
no longer apply. 



CHAPTER IV 


The Hew Concept of the Corporation 

Most fundamental to the new picture of economic life 
must be a new concept of business enterprise as concen- 
trated in the corporate organization. In some measure a 
concept is already emerging. Over a decade ago, Walter 
Bathenau wrote concerning the German counterpart of 
our great corporation: 

“No one is a permanent owner. The composition of 
the thousandfold complex which functions as lord of the 
undertaking is in a state of flux. . . . This condition of 
things signifies that ownership has been depersonalized. 
. . . The depersonalization of ownership simultaneously 
implies the objectification of the thing owned. The claims 
to ownership are subdivided in such a fashion, and are so 
mobile, that the enterprise assumes an independent life, 
as if it belonged to no one; it takes an objective existence, 
such as in earlier days was embodied only in state and 
church, in a municipal corporation, in the life of a guild 
or a religious order. . . . The depersonalization of owner- 
ship, the objectification of enterprise, the detachment of 
property from the possessor, leads to a point where the 
enterprise becomes transformed into an institution which 
resembles the state in character.” * 

The institution here envisaged calls for analysis, not 
in terms of business enterprise but in terms of social 
organization. On the one hand, it involves a concentra- 
tion of power in the economic field comparable to the con- 
centration of religious power in the mediaeval church or 
of political power in the national state. On the other 
hand, it involves the interrelation of a wide diversity of 
economic interests, — those of the “owners” who supply 

‘“Von Kommenden Dingen/' Berlin, 1918, trans. by E. & C. Paul, 
(“In Days to Come”), London, 1921, pp. 120, 121. 
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capital, those of the workers who “create,” those of the 
consumers who give value to the products of enterprise, 
and above all those of the control who wield power. 

Such a great concentration of power and such a 
diversity of interest raise the long-fought issue of power 
and its regulation — of interest and its protection. A con- 
stant warfare has existed between the individuals wield- 
ing power, in whatever form, and the subjects of that 
power. Just as there is a continuous desire for power, so 
also there is a continuous desire to make that power the 
servant of the bulk of the individuals it affects. The 
long struggles for the reform of the Catholic Church and 
for the development of constitutional law in the states are 
phases of this phenomenon. Absolute power is useful in 
building the organization. More slow, but equally sure 
is the development of social pressure demanding that the 
power shall be used for the benefit of all concerned. This 
pressure, constant in ecclesiastical and political history, 
is already making its appearance in many guises in the 
economic field. 

Observable throughout the world, and in vaiwing 
degrees of intensity, is this insistence that power in eco- 
nomic organization shall be subjected to the same tests 
of public benefit which have been applied in their turn to 
power otherwise located. In its most extreme aspect this 
is exhibited in the communist movement, which in its 
purest form is an insistence that all of the powers and 
privileges of property, shall be used only in the common 
interest. In less extreme forms of socialist dogma, trans- 
fer of economic powers to the state for public service is 
demanded. In the strictly capitalist countries, and par- 
ticularly in time of depression, demands are constantly 
put forward that the men controlling the great economic 
organisms be made to accept responsibility for the well- 
being of those who are subject to the organization, 
whether workers, investors, or consumers. In a sense the 
difference in all of these demands lies only in degree. In 
proportion as an economic organism grows in strength 
and its power is concentrated in a few hands, the possessor 
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of power is more easily located, and the demand for 
responsible power becomes increasingly direct. 

How will this demand be made effective? To answer 
this question would be to foresee the history of the next 
century. We can here only consider and appraise certain 
of the more important lines of possible development. 

By tradition, a corporation “belongs” to its share- 
holders, or, in a wider sense, to its security holders, and 
theirs is the only interest to be recognized as the object 
of corporate activity. Following this tradition, and with- 
out regard for the changed character of ownership, it 
would be possible to apply in the interests of the passive 
property owner the doctrine of strict property rights, the 
analysis of which has been presented above in the chapter 
on Corporate Powers as Powers in Trust. By the appli- 
cation of this doctrine, the group in control of a corpora- 
tion would be placed in a position of trusteeship in which 
it would be called on to operate or arrange for the opera- 
tion of the corporation for the sole benefit of the security 
owners despite the fact that the latter have ceased to have 
power over or to accept responsibility for the active prop- 
erty in which they have an interest. Were this course 
followed, the bulk of American industry might soon be 
operated by trustees for the sole benefit of inactive and 
irresponsible security owners. 

In direct opposition to the above doctrine of strict 
property rights is the view, apparently held by the great 
corporation lawyers and by certain students of the field, 
that corporate development has created a new set of rela- 
tionships, giving to the groups in control powers which 
are absolute and not limited by any implied obligation 
with respect to their use. This logic leads to drastic con- 
clusions. For instance, if, by reason of these new relation- 
ships, the men in control of a corporation can operate it 
in their own interests, and can divert a portion of the 
asset fund of income stream to their own uses, such is 
their privilege. Under this view, since the new powers 
have been acquired on a quasi-contractual basis, the 
security holders have agreed in advance to any losses 
which they may suffer by reason of such use. The result 
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is, briefly, that the existence of the legal and economic 
relationships giving rise to these powers must he frankly 
recognized as a modification of the principle of private 
property. 

If these were the only alternatives, the former would 
appear to be the lesser of two evils. Changed corporate 
relationships have unquestionably involved an essential 
alteration in the character of property. But such modifi- 
cations have hitherto been brought about largely on the 
principle that might makes right. Choice between 
strengthening the rights of passive property owners, or 
leaving a set of uncurbed powers in the hands of control 
therefore resolves itself into a purely realistic evaluation 
of different results. We might elect the relative certainty 
and safety of a trust relationship in favor of a particular 
group within the corporation, accompanied by a possible 
diminution of enterprise. Or we may grant the con- 
trolling group free rein, with the corresponding danger 
of a corporate oligarchy coupled with the probability of 
an era of corporate plundering. 

A third possibility exists, however. On the one hand, 
the owners of passive property, by surrendering control 
and responsibility over the active property, have surren- 
dered the right that the corporation should be operated 
in their sole interest, — they have released the community 
from the obligation to protect them to the full extent 
implied in the doctrine of strict property rights. At the 
same time, the controlling groups, by means of the exten- 
sion of corporate powers, have in their own interest 
broken the bars of tradition which require that the corpo- 
ration be operated solely for the benefit of the owners of 
passive property. Eliminating the sole interest of the 
passive owner, however, does not necessarily lay a basis 
for the alternative claim that the new powers should be 
used in the interest of the controlling groups. The latter 
have not presented, in acts or words any acceptable 
defense of the proposition that these powers should be 
so used. No tradition supports that proposition. The 
control groups have, rather, cleared the way for the claims 
of a group far wider than either the owners or the control. 
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They have placed the community in a position to demand 
that the modern corporation serve not alone the owners 
or the control but all society. 

This third alternative offers a wholly new concept 
of corporate activity. Neither the claims of ownership 
nor those of control can stand against the paramount 
interests of the commimity. The present claims of both 
contending parties now in the field have been weakened 
by the developments described in this book. It remains 
only for the claims of the community to be put forward 
with clarity and force. Rigid enforcement of property 
rights as a temporary protection against plundering by 
control would not stand in the way of the modification of 
these rights in the interest of other groups. When a con- 
vincing system of community obligations is worked out 
and is generally accepted, in that moment the passive 
property right of today must yield before the larger inter- 
ests of society. Should the corporate leaders, for exam- 
ple, set forth a program comprising fair wages, security 
to employees, reasonable service to their public, and 
stabilization of business, all of which would divert a por- 
tion of the profits from the owners of passive property, 
and should the community generally accept such a scheme 
as a logical and human solution of industrial difficulties, 
the interests of passive property owners would have to 
give way. Courts would almost of necessity be forced to 
recognize the result, justifying it by whatever of the many 
legal theories they might choose. It is conceivable, — 
indeed it seems almost essential if the corporate system 
is to survive, — ^that the “control” of the great corpora- 
tions should develop into a purely neutral technocracy, 
balancing a variety of claims by various groups in the 
community and assigning to each a portion of the income 
stream on the basis of public policy rather than private 
cupidity. 

* « • * « 

In still larger view, the modem corporation may be 
regarded not simply as one form of social organization 
but potentially (if not yet actually) as the dominant insti- 
tution of the modem world. In every age, the major con- 
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centration of power has been based upon the dominant 
interest of that age. The strong man has, in his time, 
striven to be cardinal or pope, prince or cabinet minister, 
bank president or partner in the House of Morgan. Dur- 
ing the Middle Ages, the Church, exercising spiritual 
power, dominated Europe and gave to it a unity at a time 
when both political and economic power were diffused. 
With the rise of the modern state, political power, con- 
centrated into a few large units, challenged the spiritual 
interest as the strongest bond of human society. Out of 
the long struggle between church and state which fol- 
lowed, the state emerged victorious; nationalist politics 
superseded religion as the basis of the major unifying 
organization of the western world. Economic power still 
remained diffused. 

The rise of the modern corporation has brought a 
concentration of economic power which can compete on 
equal terms with the modem state — economic power 
versus political power, each strong in its own field. The 
state seeks in some aspects to regulate the corporation, 
while the corporation, steadily becoming more powerful, 
makes every effort to avoid such regulation. Where its 
own interests are concerned, it even attempts to dominate 
the state. The future may see the economic organism, 
now typified by the corporation, not only on an equal 
plane with the state, but possibly even superseding it as 
the dominant form of social organization. The law of 
corporations, accordingly, might well be considered as a 
potential constitutional law for the new economic state, 
while business practice is increasingly assuming the 
aspect of economic statesmanship. 
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APPENDIX A 

SIZE OF CORPORATIONS REPRESENTED BY STOCK 
LISTED AND ACTIVE ON THE NEW YORK 
STOCK EXCHANGE* 

573 independent corporations 


Gross Assets 

Number of 
Corpora- 
tions 

Gross Assets 

Number of 
Corpora- 
tions 

Under $10 million 

100 

$100-$200 million. . . 

49 

$10- 20 million 

115 

200- 300 million . . . 

22 

20- 30 million 

70 

300- 400 million . . . 

18 

30- 40 million 

56 

400- 500 million . . . 

7 

40- 50 million 

31 

500- 600 million . . . 

12 

50- 60 million 

21 

600- 700 million . . . 

4 

60- 70 million 

16 

700- 800 million . . . 

3 

70- 80 million 

17 

800- 900 million . . . 

4 

80- 90 million 

10 

900-1000 million . . . 


90-100 million 

7 

Over billion . . . 

ii 

Total under 




$100 million 

443 

Grand Total . . . 

573 


^ Derived from Commercial and Financial Chronicle, vol. 128, No. 3324 (March 
9, 1929) pp. 1514-1523 and Moody’a Railroad, Public Utility and Industrial Manuals 
lor 1928 and 1929. 
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APPENDIX B 

COMPARISON OF SAVINGS OF LARGE CORPORATIONS 
AND ALL CORPORATIONS 




Savings 


Proportion of Profits Saved 



By 200 
Largest Cor- 

Ratio of 
Savings of 200 

^ all Non- 
Financial 

By 108 Iden- 
ticM (Corpora- 
tions included 

Calendar 

poration^ (es- 

Largest to 

Year 

Corporations* 
in Million 
Dollars 

timated) m 
Million 
Dollars 

Savings of all 
Corporations 
in per cent 

Corporations* 
in per cent 

in Largest 
200* in per 
cent 

1922 

1.747 

555 

31.8 

33.7 

33.8 

1923 

2.528 

889 

35.1 

37.8 

41.5 

1924 

1,575 

839 

53.2 

26.6 

37.5 

1925 

2,957 

1,011 

34.2 

36.3 

39.9 

1926 

2,335 

1,290 

55.3 

28.2 

42.2 

1927 

1,115 

! 1.164 

104.5* 

14.8 

35.2 

TOTAL 
for 6 years 

12,257 

5,748 

46.9 

29.4 

3&5 


^DcnTcd from Statistics of Income for respective years by deductinff cash diri- 
dends paid by all non-financial corporations from net profits after taxes of all non- 
financial corporations. 

* Estimated on the basis of savings by 108 identical corporations which were 
included in the list of the 200 largest at one time or another durin{|[ the period. The 
savings of the 200 corporations were assumed- to bear the same relation to the savings 
by the sample as the gross assets of the two groups. 

* Ratio of savings to net profits after taxes for all non-fipancial corporations as 
reported in Statistics of Income for the respective years. 

*For 108 identical companies, (39 railroads, 31 public utilities and 38 industrials) 
included at one time or another between 1922 and 1927 in the list of the 200 largest 
cotporations, information was obtained from Moody's Railroad, Public Utility, and 
Industrial Manuals, covering net income available for dividends and cash dividends 
paid. Any loss reported was treated as negative income. Savings were reckoned as 
net income less cash dividends. 

* Savings can become negative — ^as where more is paid out by way of dividends 
than is taken in by way of profit 
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APPENDIX C 

PROPORTION OF TOTAL NEW ISSUES OF CORPORATE 
SECURITIES OFFERED BY 200 LARGEST CORPORA- 
TIONS OR THEIR SUBSIDIARIES* 

(In Millions of Dollars) 


4 months 
of year 

Total by all 
non-financial 
corporations 

Total by 200 
largest 

corporations * 

Proportion by 
200 largest 
corporations 

1922 

$ 502.4 

$ 300.8 

$59.8 

1923 

735.5 

469.5 

63.8 

1924 

1,004.8 

740.6 

73.8 

1925 

867.6 

552.0 

63.6 

1926 

1,249.9 

782.5 

62.6 

1927 

1,552.0 

1,159.6 

74.7 

Total 

$5,912.2 

$4,005.2 

$67.7 


* Compilation coTcrin^ Marclu September and December of each year, 

derired from the Commeraal and Financial Chronicle. 

* Assuming- 90 per cent of refunding to have been done by these companies. 
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APPENDIX D 

MERGERS OF BIG COMPANIES* 1922-1929 
Companies on list of 200 largest companies at some time during period 
which have been acquired by another company on the list. 


Year Company acquired Acquiring company 


1919 None 

1920 Associated Oil Co. Pacific Oil Co. $ 68.1 

1921 Midwest Refining Co. Standard Oil Co. of Ind. 85.9 

1922 Lackawanna Steel Co. Bethlehem Steel Corp. 89.6 

1923 Toledo, StLouis &WestRd.Co. N.Y.,Chi.& StL.R.RCo. 59.5 

Chile Copper Co. Anaconda Q)pper M.Co. 151.4 

Midvale Steel & Ordnance Co. Bethlehem Steel Corp. 285.4 

Morris & Co. Armour & Co. 95.0 

Steel & Tube Co. of America Youngstown Sh.& T.Co. 94.0 

Utah Copper Co. Kennecott Copper Corp. 66.0 

1924 Carolina, Clinchfield&O.Ry.Co. Ad.Coast Line R.R.Co. 78.7 

Intemat Gr. Northern Ry. Co. Mo. Pac. R.R. Co. 77.5 

Chicago Elevated Rys. Co. Commonwealth Ed.Co. 97.4 

1925 Kansas City, Mex.& Or.Ry.Co. At, To. & S. Fe Ry. Co. 88.0 

Alabama Power Co. Southeastern Pr.&Lt Co. 86.0 

New Orleans Public Serv. Co. Electric Pr. & Lt Corp. 69.3 

Ohio Fuel Supply Co. ColumbiaGas&El.Corp. 78.9 

Utah Securities Corp. Electric Pr. & Lt Corp. 100.0* 

Western Power Corp. North American Co. 96.4 

Magnolia Petroleum Co. Standard Oil Co. of N.Y. 212.8 

Pan Am. Pet, & Trans. Co. Standard Oil Co. of Ind. 179.5 

1926 Penn. Electric Co. Ass. Gas & Elec. Co. 88.1 

Standard Power & Lt Corp. Ass. Gas & Elec. Co. 300.0^ 

United Rys. Investment Co. Standard Gas & Elec.Co. 250.0* 

Pacific Oil Co. Standard Oil Co.of Calif. 181.0 

General Petroleum Corp. Standard Oil Co. of N.Y. 102.0 

Pacific Petroleum Co. Standard Oil Co.of Calif. 95.3 

1927 Georgia Ry. & Power Co. Southeastern Pr.& LtCo. 76.5 

San Joaquin Light & Power Co. Western Power Corp. 75.0 

1928 Norfiiwestem Pacific Rd. Co. At, To. & S. Fe Ry. Co. 70.0 

Pere Marquette Ry, Co. Alleghany Corp. 157.0 

Texas & Pacific Ry. Co. Missouri Pac. R.R. Co. 140.0 

American Light & Traction Co. United Lt & Pr. Co. 128.5* 

Brooklyn Edison Co. Cons. Gas Co. of N. Y. 153.3 

Mackay Companies Internat. Tel. & Tel. Co. 93.4 

Montana Power Co. American Pr. & Lt Co. 106.0 

National Electric Power Co. Mid. West Utilities Co. 123.0 

National Public Service Corp. Nat. Electric Power Co. 174.7 

Philadelphia Electric Co. United Gas Imp. Co. 278.4 

Puget Sound Power &Light Co. Eng. Public Service Co. 122.2 

1928 Califomia Petroleum Corp. Texas Corp. 102.2 

Dodge Bros. Inc. Chrysler Corp. 131.5 

‘Merger is used here to refer to the acquisition of control of one company by 
another involving either a consolidation of properties or simply stock control. 

* Estimated. 
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APPENDIX D — Continued 


MERGERS OF BIG COMPANIES’ 1922-1929— Continued 


Year 

G>mpany acquired 

Acquiring company 

Assets of 
company 
acquired 
at about 
the time of 
acquisition 
(million 
dollars} 

1929 

General Gas & Electric Corp. 

Ass. Gas & Elec. Co. 

$175.0 


Massachusetts Gas Companies 

Koppers Co. 

89.6 


Mohawk Hudson Power Corp. 

N iagaraHudsonPr.Corp. 

190.0* 


New England Power Assoc. 

Intemat. Pap. & Pr. Co. 

216.8 


Northeastern Power Corp. 

NiagaraHudsonPr.Corp. 

131.4 


Penn-Ohio Edison Co. 

Com. & So. Pr. Corp. 

153.3 


Southeastern Power & Lt Co. 

Com. & So. Pr. Corp. 

507.2 


Greene Cananea Copper Co. 

Anaconda Cop. M. Co. 

56.2 


^Merger is used here to refer to the acquisition of control of one comity by 
another inTolving dither a consolidation of properties or simply stock control. 

* Estimated. 
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APPENDIX E 

PARTIAL LIST OF INDUSTRIAL MERGERS IN WHICH ONE 
OF THE LARGEST 200 COMPANIES ACQUIRED A 
COMPANY NOT ON LIST BUT LARGE. 

1928-1929 


Company Acquired 

Aaaett Ap> 
prcndmatmT 
at time of 
merger in 
Miuion 
DoUara 

Acquiring G>nipany 

Gfasselli Chemical Co. 

$56.7 

£. I. DuPont de Nemours 

Picrcc-Arrow Motor Car Co. 

24.0 

Studebaker Corp. 

Columbia Steel Corp. 

34.0 

United States Steel Corp. 

Trumbull Steel Co. 

51.2 

Republic Iron & Steel Co. 

Texon Oil & Land Co. 

26.6 

Marland Oil Co. 

Continental Oil Co. 

81.0 

Marland Oil Co. 

Hood Rubber Co. 

35.7 

Goodrich Tire & Rubber Co. 

Pacific Public ^rvice Co. 

25.0 

Standard Oil Co. of Calif. 

Chase Cos. Inc. 

29.9 

Kennecott Copper Corp. 

Lehigh & Wilkes Barre Coal Co. 

63.1 

Glen Alden Coal Co. 

Standard Sanitary Mfg. Co. 

55.0 

American Radiator Co. 

Shredded Wheat Co. 

12.8 

National Biscuit Co. 

Creole Petroleum Corp. 

50.0* 

Standard Oil Co. of N. J. 

Keith-Albee>Orpheum Corp. 

84.3 

Radio Corp. of America 

Victor Talking Machine Co. 

68.3 

Radio Corp. of America 

Hartmann Corp. 

26.4 

Montgomery Ward & Co. 


> Egttnutcd. 
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APPENDIX F 

COMPANIES ON LIST OF LARGEST 200 IN 1919 AND NOT 
ON LIST OF LARGEST IN 1928* 


Gross Assets 
on or about Dec. 31 
(in million dollars) 
1919 1928 

23 Merged with a Larger Company 

Carolina, Clinchfield & Ohio Railway Co. . . $ 68.2 


Kansas City, Mexico & Orient Railroad Co. 81.1 

Northwestern Pacific Railway Co 72.6 

Pere Marquette Railway Co 136.4 

Texas & Pacific Railway Co 132.1 

Toledo, St. Louis & Western Railroad Co. 59.5 

Chicago Elevated Railways Co 98.8 

Mackay Companies 93.3 

Montana Power Co 98.8 

Philadelphia Electric Co 92.7 

Puget Sound Power & Light Co 89.7 

United Railways Investment Co 247.0^ 

Western Power Corp 57.3 

Associated Oil Co 68.1 

Chile Copper Co 153.5 

Lackawanna Steel Co 95.4 

Magnolia Petroleum Company 182.0 

Midvale Steel & Ordnance Co 280.1 

Midwest Refining Company 85.9 

Morris & Company 114.0 

Pan American Petroleum & Transport Co. 58.1 

Steel & Tube Co. of America 91.9 

Utah Copper Co 79.3 


Growth since 1919 

Buffalo, Rochester & Pittsburgh Railway 

Co 63.2 65.8 

Allis-Chalmers Mfg. Co 61.0 64.0 

Baldwin Locomotive Works 64.9 71.3 

Cudahy Packing Co 71.0 82.5 

International Nickel Co." 64.6 95.9 

Lehigh Coal & Navigation Co 76.0 79.3 

Packard Motor Car Co 63.0 75.1 


B Showing Loss in Assets since 1919 but not 
Suffering Reorganisation 

Spring Valley Water Co 76.2 

American Agricultural Chemical Co 110.7 

Atlantic Gulf and West Indies S. S. Lines 120.8 

Colorado Fuel & Iron Co 82.5 

Great Northern Iron Ore Properties 

(wasting assets) ^-5 

Greene Cananea Copper Co 61.0 

Libby, McNeill & Libby 67.7 

U. S. Smelting, Refining & Mining Co 90.9 


75.3 

76.9 

69.8 

80.0 


42.9 

57.5 

57.5 

78.7 




366 The Modern Corporation and Private Property 


APPENDIX F— Continued 

COMPANIES ON LIST OF LARGEST 200 IN 1919 AND NOT 
ON LIST OF LARGEST IN 1928>— Continued 


Gross Assets 
on or about Dec. 31 
(in million dollars) 
1919 1928 


4 Reorganized but still essentially intact 

Minneapolis & St. Louis Rmlroad Co $ 80.1 94.5 

Calumet & Hecla Mining Co* 100.0^ 59.3 

Central Leather Co.* 146.8 46.4 

Virginia-Carolina Chemical Company* 114.6 38.6 

5 Property essentially broken up 

Chicago Utilities Co.* 63.7 .... 

Detroit United Ry. Co.* 63.8 less than 40.0 

New York Railways Co.’ 90.6 less than 34.4 

American Cotton Oil Co.* 62.8 

Pierce Oil Corp.* 60.3 


^ DeriTcd from Moody's Railroad, Pttblic Utilities, and Industrial Manuals or 
Standard G>rporation Records. 

* Estimated. 

* Consolidated with other companies in 1923 to give Calumet & Hecla Consolidated 
Copper Co. 

* Reorganized in 1927 as United States Leather Co. 

* Reorganized in 1926 as Virginia>Carolina Chemical Corp. 

•Liqufdatcd. 

^Reornnized elements acquired by Fifth Ave. Coach Co. which is nltimatdy 
controlled by the Omnibus Corporation. 

* Parts of property acquired by Gold Dust Co. 
above. 

* Part of assets transferred to Pierce Petroleum Corp. 

^Asscu transferred to a foreign corporation, but for present purposes classed ail 
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APPENDIX G 

STOCKHOLDERS OF 44 COMPANIES NOT INCLUDED IN 
LARGEST ZOO-ARRANGED ACCORDING TO 
SIZE OF COMPANY* 

1928 


Gross Assets 

in Millions Company 

79.0 U. S. Smelting & Refining 

78.1 Barnsdall Corporation 

72.9 Willys-Overland 

70.7 Westinghouse Airbrake 

69.0 Continental Baking 

62.1 Allis Chalmers 

61.0 Packard Motor Car 

60.4 Maine Central Railroad 

57.6 Quaker Oats 

56.2 Green Cananea Copper 

55.2 Pressed Steel Car 

51.1 American Ice 

47.7 General Asphalt 

45.3 Great Northern Iron Ore Properties 

44.8 Continental Can 

43.5 Inspiration Consolidated Copper 

40.0 South Porto Rico Sugar Co 

37.3 General Foods 

36.4 Continental Motors Corporation 

36.4 International Business Machines Corp. . , 

33.5 Reo Motor Car 

33.1 Congoleum-Naim 

31.5 White Eagle Oil & Refining Co 

29.9 Mergenthaler Linot 3 rpe 

29.7 Atlas Powder Co 

28.9 American Ship Building Co 

28.6 Texas Gulf Sulphur 

28.4 Worthington Pump & Machinery 

28.1 Bums Bros 

2R0 Stewart-Warner Corporation 

27.6 American International Corporation 

27.5 Certain-Teed Products Corporation 

26.4 Hartman Corporation 

23.3 Duett, Peabody & Co 

23.3 Julius Kayser 

20.1 Union Bag & Paper Corporation 

19.4 American Bank Note 

19.1 Simms Petroleum 

17.1 Mathieson Alkali Works 

14.2 Lima Locomotive Works 

12.9 Motor Wheel Corporation 

10.6 American Bosch Magneto Corporation . . . 

7.3 Reynolds Spring Co 

6.2 Jewel Tea Co 


Stockholders 

1928 

14,971 

5,982 

18,800 

10,000 

20,469 

4,056 

7.000 
2,411 
5,560 
8,350 
6,600 
3,653 

1,527—1927 

7,456-1927 

6,100 

9,394 

2,916 

4,665 

11,105—1926 

2,880 

9.200 

4.200 
3,435 
3,887 
3,763 
1,485 

11,500 

3,544 

500—1926 

8.000 

2.610-1927 

3,769 

5,000—1927 

2,227 

1,300 

1,278 

4,090 

2,075 

974 

1,480 

3,387 

2,222 

2,540 

1,101—1926 


i Inlonnatioii deriTcd from Standard Corporation Records, 1929. 
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APPENDIX I 


STOCK SALES MADE BY PUBLIC UTILITIES 
TO CUSTOMERS* 

1914-1929 


Year 

Number of addi- 
tional companies 
adopting customer 
owner^p plan ^ 

Sales made ’ 

Shares of 
stock sold * 

Value of sales * 

1914 

7 

4,044 

92,310 


1915 

3 

4,357 

57,130 


1916 

4 

3,681 

38,183 


1917 

8 

8,242 

82,007 


1918 


5,186 

42,388 


1919 


19,872 

194,021 


1920 


53,063 

454,139 

$ 43,000,000 

1921 

37 

118,544 

830,222 

80,000,000 

1922 

49 

156,725 

1,450,707 

130,000,000 

1923 

24 

279,186 

1,806,300 

175,000,000 

1924 

23 

294,467 

2,478,165 

254,000,000 

1925 

18 

236,043 

2,926,271 

297,000,000 

1926 

2 

248,867 

2,686,187 

236,000,000 

1927 

18 

249,491 

3,581,206 

263,000,000 

1928 

5 

227,961 • 

2,081,071 

181,000,000* 

1929 


280,600* 

2,432,550* 

1 153,436,000* 

1930 


217,000* 

2,030,000* 

I 135,000,000* 


* In the compilation of these statistics, each separate purchase of stocks has been 
recorded by ma^ of the reporting companies as being the acouisition of an additional 
^‘stockholder.** There are possibilities of duplications, arising irom: 

(a) Repeat purchases of stock of the same company by the same individual. 

(h) The purchase of stock in two or more companies by the same individual. 

(c) In addition, the situation is further complicated by the purchase of stocks by 
customers from other sources than through the company’s office. 

^ National Electric Light Association, Serial Report of Customer Ownership 
Committee 1928-29, p. 4. 

* Electrical World, vol. xciii, no. 1, p. 27. 

* IbiA., voL xcv, p. 67. 

*Jbid,, vol. xcvii, p. 73. Figures for 1930 are preliminary estimates based on 
figures for ten months. f 
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APPENDIX J 

THE INCREASE OF EMPLOYEE STOCK PURCHASE PLANS 
IN THE UNITED STATES 


Year 


1900 or earlier . 
1901-1905 .. .. 
1906-1910 

1911 

1912 

1913 

1914 

1915 

1916 

1917 

1918 

1919 

1920 

1921 

1922 

1923 

1924 

1925 

1926 

1927 

No information 


No. of companies 
instituting stock 
purchase plans.* 

5 

13 

14 
1 
7 
7 

6 

7 
10 
11 

8 
24 
46 
35 
17 
51 
29 
29 
13 
4 

49 


* Compiled from appendix of National Industrial Conference Board, ^'Employee 
Stock Purchase IMans in the IJnited States,” N. Y. 1928. 
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APPENDIX K 

AN ESTIMATE OF THE NUMBER OF INDIVIDUALS 
OWNING STOCK IN THE UNITED STATES 
AT THE CLOSE OF 1927. 

An estimate of the number of individuals owning stock in the 
United States must, at best, be very approximate. This is true, pri- 
marily, because a very great increase in the number of stockholder 
could be made without seriously affecting the ownership of the bulk 
of corporate shares. If the ownership of stock had been shifted so that 
one per cent of all dividends paid to individuals in 1927 had been shiftec 
from a few individuals to persons who owned no stock so that each 
new stockholder received an average of $47 ‘ in dividends, a millior 
new stockholders would have been created. Such small stockholdings 
are by no means uncommon. lit 1924, 37 per cent * of the stockholders 
of the American Telephone and Tclejfraph Company owned five shares 
or less and received less than $46 m dividends from this Company, 
probably averaging less than $25. 

In seeking to arrive at some notion of the number of individuals 
who owned stock in 1927 three facts stand out: 

Firs^ onlv 516,029 individuals with incomes over $5,000 reported 
the receipt of dividends. This group received 78.9 per cent* of all 
dividends paid to individuals. 

Second, 10.3 per cent of all dividends were reported by the 
3,187,950 individuals reporting incomes under $5,000, though the num- 
ber of stockholders included is not known. 

Third, the remaining 10.8 per cent of dividends must, presumably, 
have been received by foreigners or by individuals not filing income 
tax returns. 

It is not possible to estimate accurately the number of stockhold- 
ers reporting incomes under $5,000, but it is possible to set extreme 
limits to the probable number. Only 56.6 per cent of the individuals 
reporting incomes over $5,000 reported receiving dividends. If the 
proportion was the same for individuals reporting incomes under $5,000. 
there would have been only 1,800,000 * receivers of dividends included 
in the 3,187,950 filing returns. In this lower income group, however, 
a very much smaller proportion of income was reported as derived 
from property ownership and a larger proportion from personal exer- 
tion than was the case in the upper brackets. It is, therefore, reason- 
able to suppose that the proportion of stockholders in the lower group 
was very much smaller than the proportion of stockholders among 
individuals reporting an income of $5,000 or more and we may accept 
the figure of 1,800,000 as a probable maximum. 

While there is no statistical basis for arriving at the minimum 
figure for the number of stockholders in this group, it is highly unlikely 
that the average stockholder with an income under $5,000 and filing a 
tax return received $1,000 in dividends as his income from this source. 
If we use this figure as representing an improbably high average hold- 
ing and divide the amount of dividends received by the group by this 
average, we would have a figure of 500,000' stockholders as the mini- 
mum number of stockholders included. We will, therefore, be safe in 
saying that between 1,800,000 and 500,000 stockholders received an 
income of less than $5,000 and filed income tax returns. 


* I^»765,700,000 of diTidendt were reported at paid by corporationa and not 
received by other corporationt in 1927. Stotittict of Income, 1927, pages 312-313. 
•American Telephone A Telegraph Company Annual Report, 1925, pages 33-34. 
•Statistics of Income, 1927, pp. 4, 8, and 10. 

•3,187,950 X 56.6%. 
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APPENDIX K— Continued 

We have thus far accounted for 89.2 per cent of all dividends, 78.9 
per cent going to individuals reporting incomes over $5,000 and 10.3 per 
cent going to individuals reporting incomes under $5,000. This leaves 
10.8 per cent or $510,000,000 of dividends unaccounted for. Part of 
this amount must have been received by foreigners or foreign corpora- 
tions. In the study covering over 4,000 corporations representing one- 
eighth of all corporate stocks, the Federal Trade Commission found 
l.o* per cent of the stocks was owned by foreign holders in 1922. If we 
apply this figure to the dividends paid out by all corporations.* this 
would account for $103,000,000 dividends, leaving $40/,000,000 which 
must, in the main, have been received by individuals not required to file 
income tax returns. This includes single individuals of incomes under 
$1,500 and husbands and wives living together and having a combined 
income of less than $3,500. 

Very little basis is available for estimating the number of stock- 
holders in this third portion. If the average holding in this group 
yielded dividends amounting to $500, the group would be composed of 
800,000 stockholders. If the average holding yielded only $80, indicat- 
ing an average investment of a little more than $1,000, the group would 
be composed of 5,000,000 stockholders. It is probable that the group 
includes a large number of individuals who received their main income 
from investments, stocks and bonds, and it is the author's belief that 
the existence of this latter group would bring the average dividend 
return to considerably more than $80. These two figures are given as 
probably the extreme limits. The third group would thus include the 
number of stockholders between 800,000 and 5,000,000. 

Two additional facts are available in helping to estimate the num- 
ber of stockholders. The National Industrial Conference Board found 
806,068 employee stockholders or subscribers in 1927 with total holdings 
amounting to $1,045,150,410. Since this fi^re was believed to report 
the “great bulk of employee owned stock,” ’ we may safely set 1,000,000 
stockholders as the maximum number of employees who owned stock 
obtained through the stock purchase plan of the companies for which 
they worked, and $1,125,000,000 as the maximum amount of stock so 
owned. 

The second fact — the number of customer owners— can only be a 
rough approximation. By 1927, 1,681,768 separate sales had been made 
to public utility customers, involving $1,478,000,000 worth of stock. As 
these sales frequently involved duplication,* and as the individuals pur- 
chasing in earlier years frequently disposed of their securities before 
1927, we may roughly fix the number of customer owners as 1,000,000 
with a volume of stock of $1,500,000,000. This estimate must be con- 
sidered as only very approximate. 

Taking these two classes alone, and assuming that the duplication 
between them is nil, we should have 2,000,000 stockholders owning 
stock worth $2,750,000,000. With a yield of 6 per cent, this would give 
the average stockholder $83 in dividends; but many employee stock- 
holders and a large number of customer owners must also own stock 
in other corporations, so that the average dividends received by these 
two groups of individuals from all classes would be considerably higher. 


■Federal Trade Conmiaaion, National Wealth & Income, iMge 150, t»aaed on 
Table 82. 

•$6,423,796,271 (Statiatica of Income, 1927, pi^ 313) X 1.6% gives $103,000,000. 

’ National Industrial Conference Board— Op. at., np. 35-36. 

• The Electrical World reports that in one case of a sale to enstomers by a public 
utility in 1929 ‘"out of a total of 5.344 sales, 2,541 were sales to new customer owners,'* 
that IS, in only 48 per cent of the sales was the customer buying for the first time 
and, thereby, adding to the number of book stockholders. Electrical World, vol. XCV, 
No. 1 (Jan. 4, 1930), p. 75. 
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APPENDIX K — Continued 

One more fact can assist in making an estimate of the number of 
stockholders. This is an estimate of the number of stockholders of 
record; that is, the number of individual names on the stock record 
books of all corporations regardless of duplication. This has been 
estimated on the basis of separate data at a figure in the vicinity of 
18,000,000 for 1927, though it may be as high as 20,000,000 or as low 
as 16,000,000.* If every stockholder owned stock in only one corpora- 
tion, the total number of stockholders would, therefore, be approxi- 
mately 18,000,000. Since most stockholders own stock of more than 
one company, the number of stockholders would be very much less. 
If the average holder owned stocks of four companies, the total num- 
ber of stockholders would presumably be approximately 4,500,000. 

With these three sets of facts in mind, it is possible to form a 
very rough opinion as to the number of individuals owning stock. 
The figures are brought together in the table below: 

Number of individuals 
owning stock 
Maximum Minimum 
I Stockholders with income over $5,000 500,000 500,000 

Stockholders with income under $5,000 

and filing tax returns 1,800,000 500,000 

Stockholders with income under $5,000 

and filing no tax returns . 5,000,000 800,000 

Total stockholders 7,300,000 1,800,000 

II Employee and Customer Stockholders 2,000,000 

III Estimated Stockholders of Record 18,000,000 

On the basis of income tax statistics, the minimum number of 
stockholders is 1,800,000 while the maximum is 7,300,000. The minimum 
appears to be much too low since there are presumably in the vicinity 
of 2,000,000 employee and customer stockholders. At the other 
extreme, if we compare the maximum figure of 7,300,000 individual 
stockholders with the estimate of stockholders of record, the acceptance 
of both figures would mean that the average individual stockholder 
owned stocks of only two and one-half companies. The extensive 
diversification of securities which has occurred in recent years would 
suggest the probability that the average stockholder owns stock in 
more than two and one-half companies, making the maximum estimate 
too high. It seems probable, therefore, that the number of individuals 
who owned stock in 1927 was between 4,000,000 and 6,000,000. 

For 1929 no estimate has been made. However, the number of 
persons owning stock was certainly not less in 1929 than in 1927. It 
was probably somewhat more. For purposes of indicating the dis- 
tribution of stock ownership in 1929, the outside limits have been 
roughly placed at 4,000,000 and 7,000,000 persons. See page 60. 

* See “Diffusion of Stock Ownership in the U. S.,“ loc, cit., p. 565. 
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APPENDIX L 

PROPORTION OF PROPERTY IN CORPORATE SECURITIES 
BASED ON ESTATE TAX RETURNS. 

Property of 8,079 estates of resident decedents for which returns 
were filed in 1928, divided so as to show proportion of property from 
which an income could be derived in each of the three main fields — Real 
Estate, Government Securities, and Corporation Securities. Derived 
from Statistics of Income 1927, p. 48. 


Real Estate $ 610.6 mil. 

Mortgages, notes, cash, etc.* 3^.3 mil. 


Attributable to Real Estate $ 995.9 mil. 33.2% 

Government Securities $ 247.4 mil. 8.3% 

Capital stock in corporations $1,516.9 mil. 

All other bonds* 239.4 mil. 


Total of Real Estate & Government or 

Corporate Securities $2,999.6 mil. 100.0% 

Insurance* 103.2 mil. 

Jointly owned property* 60.8 mil. 

Property from an estate * taxed within 

5 yrs 83.1 mil. 

Power of appointment * 18.3 mil. 

Transfers made within* 2 yr. prior 

to death 87.0 mil. 

Miscellaneous* 151.0 mil. 


$503.4 mil. 

Total estates reported $3,503.0 mil. 


> In ^'Mortgages, Notes, Cuh, etc.,*' the mortgages are almost certainly on real 
estate, the notes may be and the cash cannot be. **A11 other bonds** includes all 
corporate bonds but also may include bonds of foreign governments. The cash 
and the bonds of foreign governments will in some measure cancel each other and 
there is no reason to believe that either is lai^e and that the final percentages are 
seriously in error as a result of their inclusion in so far as Real Estate and Corporate 
Securities are concerned. Government Securities are, of course, minimized by this 
procedure to a small extent. 

* Insurance cannot be allocated to either of the three groups but if the property 
of the insurance company were divided into the three groups it would undoubtedly 
approximate the distnbution of the decedent's ass^s and for this reason and also 
because of its small total no serious error should arise^ from its exclusion. The same 
applies to the item “Property from an estate taxed within five years." 

* Jointly owned property is undoubtedly a larger part real estate than the estate 

as a whole but l^ing small can be disr^rded. , 

^ Power of appointment is too small to be distributed, especially as it does not 
lend itself to classification. , . , 

* Transfers made within two years prior to death are not property of the decedents 

estate except for taxation purposes and can be disregarded. . . . . y. 

* Misculaneous is presumably not property from which an income is derived (in 
the commercial sense). 
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APPENDIX M 

MAIN FIELDS OF INVESTMENT. 

Real Estate and Improvements, Corporate Secnrities, and 
Government Securities 1922 


Value 
in Billions 


1. Agricultural Real Estate and Improvements* $ 53.0 

2. Residential Real Estate and Improvements* 48.0 

3. Business Real Estate and Improvements* 24.0 


4. Total Real Estate ( 1, 2 and 3) $125.0 

5. Real Estate and Improvements of corporations engaged 

in trade* 3.4 

6. Real Estate and Improvements of financial corporations 

including real estate holding companies* 8.9 


7. Total Real Estate held by corporations (5 + 6) 12.3 

8. Total Real Estate held by Individuals (4 — 7) $112.7 

9. Wealth (book value), other than securities, represented 

by corporate securities * 102.4 

10. (Government Securities held by non-financial corporations*. . 2.7 


11. Total Wealth represented by Corporate Securities 

(9 + 10) $105.1 

12. Federal Government interest bearing securities* 22.7 

13. Local Government securities* 7.2 


14. Total Government securities (12 + 13) $ 29.9 


^ National Wealth and Income, p. 29, footnote 1. 

* Estimated from figures conUined in National Wealth and Income, F. T. C, 
pp. 28 and 29: — 

Town and city dwellings, furniture and personal effects '^probably is not 
less than ^4 of toUl wealth.** 

Total wealth S353.0 bil. 

One^uarter oi toUl wealth $88.2 bil. 

Furniture and personal effects 39.8 bil. 

Town and City dwellings $48.4 bil. 

Business and residential real estate $72.0 bil. 

Buiuness Real EsUte 24.0 bil. 

* Statistics of In^me, 1922, p. 41, Since for corporations engaged in both trade 
and finuce, the Mmpn^t vart from their buildings is negligible, no great error 
results from regarding R^ Estate, buildings, and equipment*^as equiTalcnt to **Re^ 
Estate and Improyements.*' 

* National W^th and Income, F. T. C, p. 134. 

* In 1927 the total Goremment securities held by corporations amounted to 
$9,7M mU. f^ which interest of $500.8 mU. was received. fSut. of Income, 1927, 
pp. 372 and 312.) ApplyiM this ratio to the $139.0 mil. of interest on government 
securities, received by non-financial corporations in 1922 (Statistics of Income, 1922, 
p. 19) gives $2,700 mil. of government securities held by corporations. 

* Annual Report of the SecreUry of Treasury, 1929, p. 467. 

» Total local government d^ in 1920 was estimated as $6,200 mil. by the National 
Bureau of Economic Research. The average increase in debt was apnroximatelv 
$^ ma. » yw for 1919 and 1920. Na^ Bureau of Economic Re8car^,^ncome in 

^ lof two years would ghre $7,200 miL 
(6,200 + 2 X 500) as the local government debt in 1922. 
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APPENDIX M — Continued 

MAIN FIELDS OF INVESTMENT 

Real EstiUe and Improvements, Corporate Securities, and 
Government Securities 1922 . — Continued 


Value 
in Billions 

15. Government securities held by non-hnancial corpora- 
tions* I 2.7 


16. 

17. 

18. 

19. 

20 . 


Total Investment in Government securities By individ- 
uals^ (14 — 15) 

Total investment opportunity (8, 11 and 16) 

Ratio of Real Estate to Total investment opportunity 

(8 -M7) ... 

Ratio of Corporate to Total investment opportunity 
(11-^17) . 

Ratio of Government to Total investment opportunity 
(16-M7) 


$ 27.2 
$245.0 
46.0% 
43.0% 
11 . 0 % 


total Government securities held by corporations amounted to 
interest of $500.8 mil. was received. (Stat. of Income, 1927. 
pp. 372 and 312.) Applying this ratio to the $139.0 mil. of interest on government 
by non-financial corporations in 1922 (Statistics of Income, 1922, 
p. 19) gives $2,700 mil. of government securities held by corporations. 

• Directly or via banks, etc. 
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APPENDIX N— Continued 
INCOME FROM PROPERTY 
AH Individuals reporting Income over $5fl00 in 1922 and 1927 

NOTE: — (1) Figures for 1922 and 1927 are comparable. 

(2) Figures for Government securities arc very rough approx- 


1922 1927 

In Millions In Millions 



viduals. (In 1927 ii of all dividends paid by corporations were received by corpora- 
tions. Statistics of Income, 1927, pp. 312 and 313.) . 

(b) Individuals with incomes over $5,000 report^, incomes from 
investi^ent income" of S8S0.9 mil. or 49% of tjrpc of 
49% of interest teceived from corpora^ns by 

X 49% or $380.0 mil. interest received by individuals with mcomes over xrom 

corporttions »ortga« indebte^ess of all S^tScs? 

ft34 7 bil (Statistics of Income, 1927, p. 372) giving, at ^5^%» $t^»5w mil. interest. 

Ass'Ling the slTe pr^orti?^^ abJvf $1,560 xT? X 4^% or $580 miL gomg to 

individuals with incomes over $5,000. >il interest 

(d) If the ratio of interest received from corporauons to all interest, 

$585.0 mil.* 

^ — ** 45%, 

hv iniiividiimlB with incomes over^i5?o6o h^applied to interest r^ved by all individuals 

Mn.. ^ iSr».:ssssTin2 
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(b) The income recetved by ell indiTidnelt from interest end inTettment in 1937 
wee $2,026.8 mil.* Subtrecting the $910.0 mil. of interest from corporete securities 
derim eboTC (Id) gim $1,116.9 mil. receiyed from other sources. 

<c) Indiyiduels with incomes orer $5,000 receiTed interest end inyestment income 
in 1922 of $850.0 mil.^ Substontielly the $380.0 mil. of interest from corporete seeuri* 
ties derived ebove (3b) gives $470.0 mil. received from other sources. 

(fh Individuels with incomes over $5,000 received interest end investment income 
in 1927 of $1,301 mil.* Substentielly the $580.0 miL of interest from corporete securities 
derived ebove (3c) gives $721.0 mil. received from other sources. 

* Annuel Report of the Secretery of the Treesury, June 30, 1929^ p. 407. 

*ToUl interest peid on locel government debt in 1920 wes estimeted es $282 mil. 
by the Netionel Bureeu of Economic Reseerch. The everege increese in debt wes 
epproximetely $500 mil. e yeer for 1919 end 1920 edding $22 U mil. to interest pey* 
ments. Estimete for 1922 on the besis of the seme rete of growth would be 327 
(282 + 2 X 2255). Netionel Bureeu of Economic Reseerch, Income in the U. S., 
VoL IL p. 262. 

* Method seme es in (6). 

*Stetistics of Income, 1922, p. 19. 

* Stetistics of Income, 1927, p. 312. 

** Arbitrmrily teken es H of eJl income from government securities. 

** In 1922 49% end in 1927 64% of reported interest end investment income wes 
received by individuels reporting incomes over $5,000. Applying these retios to the 
estimeted income from Government securities gives $340.0 mil. for 1922 end $450.0 mil. 
for 1927 es received by individuels reporting incomes of over $5,000. 
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APPENDIX 0 

AMERICAN TELEPHONE k TELEGRAPH COMPANY 
20 Largest Stockholders * 

1928 


Name of Holder 

1928 

Sharat 

Hdd 

Par Cent 
of Stodc 
Ont- 
■tanding 

1927 

Sharat 

Held 

1926 

Sharat 

Held 

Sun Life Assurance Co ! 

76,711 

.69% 

76,711 

65,752 

George F. Baker (Director, 1928) 

53,522 


40,022 

34,161 

Northern Finance Corp 

50,064 

.45% 

50,064 

42,912 

A. Iselin k Co 

46,566 

.42% 


28,261 

Bell Tel. Secur. Co., Inc 

32.160 

.29% 


51,538 

D. Talman Waters 


.28% 


27,621 

Kidder, Peabody & Co 


.21% 

25,284 

25,400 

Paine, Webber & Co 


.21% 

26,022 

18,054 

L Capel k Co., London 

21,711 

.20% 

23,408 

12,999 

{’'rank H. Pierson 

21,000 

.19% 

21,000 

18,000 

F. J. Kennedy, Boston 

20,063 

.18% 

15,063 

unlmown 

Hurley k Co 

19,541 

.18% 

unknown 

unknown 

Admin. Van Andeelen der A. 





T. k T. Co., Amstrdm 

18,110 

.16% 

16,192 

9,662 

Lee, Higginson k Co 

15,591 

.14% 

14,698 

14,295 

Est. Mrs. A. M. Harkness 

15,017 

.14% 

15,017 

15,017 

Edward S. Harkness 

10,373 

.09% 

unlmown 

unknown 

Theodore E. Parker 

10,000 

.09% 

10,000 

9,000 

The Kennedy Co., Boston 

10,000 

.09% 

10,000 

8,000 

Eddy k Co 

9,157 

.08% 

unknown 

unknown 

U. S. Trust Co. of N. Y 

8,833 

.08% 

8,783 

8,584 

Total of 20 Largest Holdings 

515,488 




Shares Outstanding 

1 1,040,284 > 




Per cent held by 20 Largest 





Stockholders 

4.6% 





> New York Timet, April 4, 1928. 

* Sundard Corporation Reoordt, 1929. 
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UNITED STATES STEEL CORPORATION 
20 Largest Stockholders * 

1928 


Name of Holder 

Preferred 
Shares held 

Cemmon 
Shares held 

Total 

Shares 

Percent 
of stock 
outstand- 
ing 

J. W. David & Co 

G. F. Baker (Director, 

21,250 

73,225 

94,475 

.88% 

1928) 

500 

77,000 

77,500 

.72% 

Newborg & Co 

1,215 

46,892 

48,107 

.45% 

Lawrence C. Phipps . . . 

5,000 

42,000 

47,000 

.44% 

J. S. Bache & Co 

44 

44,603 

44,647 

.42% 

Hornblower & Weeks . . 

416 

39,958 

40,374 

.38% 

E. F. Hutton & Co 

M. C. Taylor (Director, 

413 

39,958 

40,371 

.38% 

1928) 

0 

40,100 

40,100 

.37% 

Harris, Winthrop & Co. 

633 

39,219 

39,852 

.37% 

Eddy & Co 

19,646 

6,915 

26,561 

.25% 

Shearson, Hammill & Co. 

2,655 

23,087 

25,742 

.24% 

Lake H. Cutter 

0 

24,293 

24,293 

.23% 

Louchheim, Minton & Co. 

0 

24,242 

24,242 

.23% 

George Singer 

8,860 

14,000 

22,860 

.21% 

Logan & Bryan 

0 

18,682 

18,682 

.17% 

Josephthal & Co 

48 

18,318 

18,366 

.17% 

C. D. Halsey & Co 

5 

15,982 

15,987 

.15% 

Frank R. Bacon 

0 

15,000 

15,000 

.14% 

Charles D. Barney & Co. 

155 

14,544 

14,699 

.14% 

Laidlaw & Co 

156 

14,264 

14,420 

.13% 

Total (20 Stockholders) 

60,996 

632,282 

693,278 


Shares Outstanding’ 

3,602,811 

7,116,235 

10,719,046 


Per cent held by largest 





20 holders 

1.7% 

8.8% 

6.4% 



>Ncw York Times^ April 17, 1928. 

* Standard Corporation Records, 1929. 
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Electric Bond & Share Co., 22, 49, 

100, 101, 109 

Electric Power & Light Corp., 22, 

101, 362 

Electric Securities Corp., 109 
Engineers Public Service Co., 362 
Equitable Office Building, Inc., 16 
Erie Rd. Co., 23. 74, 99 
Fahnestock & Co., 85 
Fidelity Trust Co., 264 
Firestone Tire & Rubber Co., 23, 
24. 113 

Florida East Coast Ry. Co., 23, 49, 
,95 

Ford Motor Co., 6, 21, 24, 49, 95 
Fox Film Corp., 79 
Fox Theatre Corp., 25, 79 
French (Fred F.) Co., 168 
General Asphalt Co., 367, 368 
General Baking Co., 193 
General Electric Co., 21, 25, 48, 105, 
109, 368 

General Foods Corp., 367 
General Gas & Electric Corp., 198, 
363 

Genera] Motors Corp., 21, 24, 25, 81, 

102 

General Petroleum Corp. 362 
General Securities Corp., 73, 74 
General Theatres Equipment, Inc., 
19, 25, 98. 103 

Georgia Ry. & Power Co., 362 
Girard Trust Co., 85 
Glen Alden Coal Co., 20, 112, 364 
Goodrich (B. F.) Co., 23, 24, 113 
Goodyear Tire & Rubber Co., 23, 

24, 102, 364 

Grasselli Chemical Co., 364 
Great Atlantic & Pacific Tea Co., 21, 

25, 95 

Great Northern Iron Ore Proper- 
ties, 365, 367, 368 

Great Northern Ry. Co., 23, 48, 107, 
111, 369 

Greene Cananea Copper Co., 363, 
365, 367 

Gulf Oil Corp., 19, 95 
Harris, Upham & Co., 85 
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Hartmann Corp., 364, 367 
Haygart Corp., 85 
Hocking Valley 1^. Co., 73, 74 
Home Insurance Co., 85, 107 
Hood Rubber Co., 364 
Hudson Manhattan Rd. Co., 24, 112 
Illinois Central Rd. Co., 23, 99, 369 
Inland Steel Co., 21, 103 
Inspiration Consolidated Copper Co., 
367 

Insull Utility Investments, Inc., 100, 

101, 102 

Interborough Rapid Transit Co., 24, 
78, 97 

International Business Machines 
Corp., 367 

International Great Northern Ry. 
Co., 362 

International Harvester Co., 21, 26, 
113 

International Match Corp., 20, 98 
International Mercantile Marine 
Co., 24, 112 

International Nickel Co., 365 
International Paper Co., 25, 368 
International Paper & Power Co., 
22, 113, 363 

International Shoe Co., 20, 25, 112 
International Telephone & Tele- 
graph Corp., 22, 113, 362 
Jewel Tea Co., 367 
Johnson & Co., 109 
Jones & Laughlin Steel Corp., 21, 
95 

Kansas City, Mexico & Orient Ry. 
Co., 362, 365 

Kansas City Southern Ry. Co., 23, 
99 

Kayser, (Julius) & Co., 367 
Keith-Albee-Orpheum Corp., 364 
Kenecott Copper Corp., 21, 113, 362, 
364 

Koppers Co., 20, 49, 95, 363 
Kresge (S. SJ Co., 21, 112 
Kuhn, Loeb & Co., 85 
Lackawanna Steel Co., 362, 365 
Lehigh & Wilkes-Barre Coal Co., 364 
Lehigh Coal & Navigation Co., 365 
Lehigh Valley Rd. Co., 23, 104 
Libby, McNeill & Libbv, 365 
Li^^ett 8i Myers Tobacco Co., 20, 

Lima Locomotive Works, 367 
Lodenberg, Thalman & Co., 107 
Loew*s Inc., 19, 103 
Lone Star Gas Corp^ 22, 96 
Long-Bell Lumber Corp., 21, 112 
Lorillard (P.) Co.. 20, 113 
Lowell Co., 11 
Mackay Companies, 362, 365 


Macy (R. H.) & Co.. 21, 96 
Magnolia Petroleum Co., 362, 365 
Maine Central Rd. Co., 367 
Manhattan Electrical Supply Co., 
321 

Marland Oil Co., (see Continental 
Oil Co.), 364 

Marshall Field & Co., 21, 96 
Massachusetts Co., 11 
Massachusetts Gas Companies, 363 
Mathieson Alkali Works, 367 
Mergen thaler Linotype Co., 367 
Merrimack Co., 11, 12 
Middlesex Co., 11 
Middle West Utilities Co., 22, 101, 
102, 105, 362 

Midland United Co., 22, 105 
Midvale Steel & Ordnance Co., 362, 

365 

Midwest Refining Co., 362, 365 
Minneapolis & St. Louis Rd. Co., 

366 

Minnesota & Ontario Paper Co., 22, 
95 

Missouri-Kansas-Texa^ Rd. Co., 23, 
48,. 107 

Missouri Pacific Rd. Co., 74, 362 
Mohawk Hudson Power Corp., 363 
Montana Power Co., 362, 365 
Montgomery Ward & Co., 21, 113, 
364 

Morgan (J. P.) & Co., 304 
Morgan, Turner & Co., 109 
Morris & Co., 362, 365 
Motor Wheel Corp., 367 
Mountain States Telephone & Tele- 
graph Co., 29, 30 

National Biscuit Co., 20, 25, 113, 364 
National City Bank, 174 
National City Company, 175 
National Dairy Products Corp., 20, 
114 

National Electric Power Co., 362 
National Lead Co., 21, 112 
National Power & Light Co., 22, 101 
National Public Service Corp., 362 
National Steel Corp., 21, 95 
New England Gas 8l Electric Asso- 
ciation, 22, 95 

New England Power Association, 
363 

New England Telephone 8t Tele- 
graph Co., 29, 30 

New Orleans Public Service Co., 
362 

New York & Northern Rd. Co., 240 
New York Central Rd. Co., 12, 23, 
104, 107, 240 

New York, Chicago 8c St. Louis Rd. 
Co., 23, 74. 99, 110, 362 
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New York Investors, Inc., 99 
New York, New Haven & Hartford 
Rd. Co., 23, 49. 104, 106, 123, 369 
New York Railways Co., 366 
Niagara Hudson rower Corp., 22, 
101, 363 

Norfolk & Western Ry. Co., 23, 49, 
99 

North American Co., 22, 101, 105, 
167, 362 

North American Light & Power 
Co.. 22, 105 

Northeastern Power Corp., 363 
Northern Finance Corp., 381 
Northern Pacific Ry. Co., 23, 48, 
108, 111 

Northwestern Pacific Ry. Co., 362, 
365 

Ohio Fuel Supply Co., 362 
Ohio Oil Co., 20. 112 
Pacific Gas & Elec. Co., 22, 101 
Pacific Lighting Corp., 22, 101 
Pacific Oil Co., 362 
Pacific Petroleum Co., 362 
Pacific Public Service Co., 364 
Pacific Telephone & Telegraph Co., 
29,30 

Packard Motor Car Co., 365, 367 
Pan American Petroleum & Tran- 
sit Co., 362, 365 

Paramount Publix Corp., 19, 25, 112 
Penn-Ohio Edison Co., 363 
Pennroad Corp., 77, 104, 106, 204 
Pennsylvania Electric Co., 362 
Pennsylvania Rd. Co., 23, 47, 49, 53, 
54. 55, 77, 84, 85. 86, 99, 100, 104, 
106, 108, 111, 204, 369 
Pennsylvania Rd. Employees Provi- 
dent & Loan Association, 85, 108 
Peoples Gas, Light & Coke Co., 22, 
101, 105 

Pere Marquette Rd. Co., 123 
Pere Marquette Ry. Co., 74, 362, 365 
Petroleum Corp. of America, 103, 
106 

Phelps Dodge Corp., 21, 96 
Philadelphia & Reading Coal & Iron 
Corp., 20, 114 

Philadelphia Electric Co., 362, 365 
Philadelphia Rapid Transit Co., 24, 
97 

o., 20, 112 
,104 

Pierce-Arrow Motor Car Co., 364 
Pierce Oil Corp., 366 
Pittsburgh Coal Co., 20, 112 
Pittsburgh Plate Glass Co., 20, 112 
Prairie Oil & Gas Co., 20, 103 
Prairie Pipe Line Co., 20, 106 


Pressed Steel Car Co., 367 
Procter 8c Gamble Co., 20, 112, 368 
Prudential Insurance Co., 264 
Public Service Co. of Northern Illi- 
nois, 22, 102, 105 

Public Service Corp. of. New Jersey, 
22, 105, 242 

Public Utility Holding Co., 104 
Puget Sound Power 8c Light Co., 
362, 365 

Pullman. Inc., 24, 114, 229 
Pure Oil Co.. 20, 114 
Quaker Oats Co., 367 
Radio Corp. of America, 19, 25, 105, 
364 

Railway 8c Bus Associates, 22, 95 
Reading Co., 23, 104, 369 
Reo Motor Car Co., 367 
Republic Iron 8c Steel Co., 21, 112, 
364 

Reynolds Spring Co., 367 
Reynolds (R. J.) Tobacco Co., 20, 

98 

Richfield Oil Co. of California, 20, 
114 

Rubber Securities Corp., 91, 92 
St. Louis 8c San Francisco Rd. Co., 
123 

St. Louis-San Francisco Ry. Co., 23, 
106, 108 

St. Louis Southwestern Ry. Co., 23, 

99 

San Joaquin Light 8c Power Co., 
362 

Seaboard Air Line Ry. Co., 23, 96 
Sears, Roebuck & Co., 21, 114 
Shell Union Oil Corp., 20, 98* 
Shenandoah Corp., 167 
Shredded Wheat Co., 364 
Simms Petroleum Co., 367 
Sinclair Consolidated Oil Corp., 20, 
111, 114 

Sinclair Crude Oil Purchasing Co., 

20, 111 

Si^er Manufacturing Co., 21, 25, 

Solway 8c Co. of Belgium, 92 
Solway American Investment Corp., 
92 

South Porto Rico Sugar Co., 367 
Southeastern Power 8c Light Co., 
362,363 

Southern California Edison Co., 22, 
113 

Southern Pacific Co., 23, 48, 108 
Southern Ry. Co., 23, 48, 108 
Speyer 8c Co., 108 

Spokane, Portland 8c Seattle Ry. 
Co., 23, 111 

Spring Valley Water Co., 365 
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Standard Gas 4: Electric Co., 76, 
215, 216, 362 

Standard Oil Co. of California, 20, 
112, 362, 364 

Standard Oil Co. of Indiana, 4, 20, 
81, 82, 83, 103, 111, 362 
Standard Oil Co. of New Jersey, 20, 
103, 225, 364, 368 

Standard Oil Co. of New York, 20, 
103,362 

Standard Power & Light Corp., 362 
Standard Sanitary Mfg. Co., 364 
Steel & Tube Co. of America, 362, 
365 

Sterling Securities Corp., 85 
Stewart- Warner Corp., 367 
Stone & Webster, Inc., 22, 112 
Studebaker Corp., 21, 24, 114, 364 
Suffolk Co., 11 

Sun Life Assurance Co., 108, 109, 
381 

Swift & Co., 20, 25, 114, 368 
Texas & Pacific Ry. Co., 362, 365 
Texas Corn., 20, 114, 362 
Texas Gulf Sulphur Co., 367 
Texon Oil & Land Co., 364 
Third Avenue Ry. Co., 24, 112 
Tide Water Associated Oil Co,, 20, 
103 

Toledo, St. Louis & Western Rd. 
Co., 362, 365 

Travelers Insurance Co., 85 
Tremont Co., 11 
Tri-Utilities Corp., 22, 97 
Trumbull Steel Co., 364 
Union & United Tobacco Corp., 157 
Union Bag & Paper Corp., 367, 368 
Union Carbide & Carbon Corp., 20, 
114 

Union Oil Associates, 20, 98 
Union Pacific Rd. Co., 23, 48, 99, 
107, 108, 369 

United Cigar Stores of America— 
see United Stores Corp. 

United Corp., 100, 101, 102, 105, 109, 
229 

United Drug Co., 25 
United Fruit Co., 20, 114, 368 
United Gas Improvement Co., 22, 
100, 102, 105, 362 

United Light & Power Co., 22, 97, 
362 

United Rys. & Elec. Co. of Balti- 
more, 24, 112 


United Rys. Investment Co., 362, 
365 

United Shoe Machinery Co., 21, 114, 
368 

United States Electric Power Corp., 
22,97 

United States Realty & Improve- 
ment Co., 23 , 112 

United States Rubber Co., 23, 24, 
91, 92, 103, 368 

United States Smelting, Refining & 
Mining Co., 365, 367 
United States Steel Corp., 21, 47, S3, 
54, 55, 85, 86, 87, 109, 226, 230, 
246, 330, 364, 368, 382 
United Stores Corp., 21, 25, 98 
Utah Copper Co^ 362, 365 
Utah Securities Corp., 362 
Utilities Power & Light Corp., 22, 
97 

Vacuum Oil Co., 20, 103 
Vaness Co., 74 

Victor Talking Machine Co., 364 
Virginia-Carolina Chemical Co., 366 
Virginian Ry. Co., 23, 49, 95 
Wabash Ry. Co., 23, 49, 100, 104 
Waltham Manufacturing Co., 11 
Ward Baking Corp., 193, 196 
Warner Bros, Pictures, Inc., 19, 25, 
112 

Western Electric Co., 46 
Western Maryland Ry. Co., 23, 49, 
100 

Western Pacific Rd. Corp., 23, 100, 
111 

Western Power Corp., 362, 365 
Western Union Telegraph Co., 22, 
48, 109, 368 

Westinghouse Air Brake Co., 367 
Westinghouse Electric & Manufac- 
turing Co., 21, 25, 105, 114 
Wheeling & Lake Erie Ry. Co., 23, 
74, no 

Wheeling Steel Corp., 21, 112 
White Eagle Oil & Refining Co., 
367 

Willys-Overland Co., 367 
Wilson & Co., 20, 25, 114 
Woolworth (F. W.) & Co., 21, 114 
Worthington Pump & Machinery 
Corp., 367 

Youngstown Sheet & Tube Co., 21, 
88, 114, 265, 362 




INDEX 


accounting, 
control over, 202-203 
importance of, 309-312 
active property, 284-286, 347 
Alabama, 136, 241 

amendments to charter, 140-141, 
208-219 

power to amend, 267-270 
appraisal, in market, 297-299, 314-316 
Arizona, 136 
banker’s disclosure, 
to a purchaser, 301-312 
to the market, 312-316 
banker’s responsibility, 303-316 
‘‘blank” stock, 155, 185-187, 197 
bondholders, position of, 278-280 
bonds, convertible, 155, 200 
at the option of company, 155 
broker’s circular, 300-304 
California, 136 
capital 

changed nature of, 46 
changes in, 212-213 
contributions, 131, 142 
effect of need for, 280-281 
legal meaning of, 162-163 
need for, 63 
capital structure, 132 
power to change, 148-151 
capitalism, 353 
Catholic church, 88 
certificate of incorporation, see 
charter 

charter, 129-130, 138-141, 154, 187- 
188, 207-219, 267-270 
amendments, 140-141, 208-219 
changes in, 

by corporate action, 210-213 
by direct legislation, 208-210 
early conception of, 209 
power to amend, 26/-270 
classified shares, 170 
communism, 278, 353 
competition, 350-351 
change in character of, 45 
concentration, 13-16 
Connecticut, 136 
consolidation, 270 

contract, corporate, 129-130, 138, 
154, 187-1&, 209-219 
rights, 207-219 
power to alter, 207-219 
contributions of capital, 131, 142- 
143, 212-213 
changes in, 212-213 
equitable, 142-143 


control, 5, 68-124, 233-240 
adverse interests of, 233-235 
as fiduciary, 239-240 
as management, 239-240 
definition of, 120-121 
democratic, 89 
interests of, 121-124 
joint, 89, 104-106, 111, 118 
legal position of, 233-246 
majority, 5, 70-72, 96 
management, 5, 84-90, 107-109, 
113-114 
manner of, 

almost complete ownership, 70, 
95 

legal device, 72-80, 93, 97-98 
non-voting stock, 75-76 
pyramiding, 72-75 
vote-weighted stock, 76-77 
voting trust, 77-78 
methods of classification, 90-93 
minority, 5, 80-84, 99-103, 112 
private, 70, 95 

separation from ownership, 68-118 
type in largest companies, 90-118 
control fight, 81-84, 88 
convertible bonds, 155, 200 
at option of company, 155 
corner, 295-2%, 321 
corporate, 

contract, 129-130, 138, 154, 187-188, 
209 

enterprise, 8-9, 349, 356-357 
entity, 128-129, 221-225, 327, 333 
revolution, 3, 67 
system, 9, 69 
wealth, 27 
corporation, 
disclosure by, 317-325 
finance, 7 
large, 

growth of, 32-34 
probability of survival, 43-44 
relative growth, 34-39 
relative importance, 27-31 
significance of growth, 40-41 
type of control, 90-118 
ubiquitous character, 24-27 
ways of growth, 41-43 
limits on activity, 131-133 
new concept of, 352-357 
quasi-public, 8 
creditors, 155 

cumulative preferred stock, 268-269 
cumulative voting, 210 
customer ownership, 56-58 

393 
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deceit, 303-307 

Delaware, 170, 178, 182, 186, 216, 218, 
259,269 

democratic control, 89 
dilution, 154-lM, lW-200 
directors, 

adverse interests of, 230-232 
as fiduciaries, 221-232 
dummy, 236-237 
interlocking, 230 
negligence of, 227-228 
obligations to stockholders, 223- 
226 

powers of, 135-136, 153-206 
automatic check on, 179 
limitation of, 159 
speculation by, 326-331 
stockholdings of. 86-87 
disclosure, 
by bankers, 301-316 
by corporations, 317-325 
failure to disclose, 322 
discrimination between shareholders, 
263 

dispersion of ownership, 47-68 
dividends, power to declare, 146-148, 
260 

dominant stockholder, doctrine of, 
235-236 

dummy directors, 236-237 
earnings, power over, 189-206, 260- 
263 

Eaton, Cyrus S., 88, 265 
employee stock ownership, 58 
enterprise, 

corporate, 8-9, 349, 356-357 
private, 8, 349, 

entity, corporate, 128-129, 221-225, 
327-332 

equitable contribution of capital, 
142-143 

exchanges, see markets 
false representation, 303-304 
Federal Reserve Bank, 331 
Federal Trade Commission, 34 
feudal system, 8 
fictitious market value, 167 
fiduciaries, 260 
directors as, 221-232 
fiduciary principle, 221-232, 253-254 
flotation, 300, 316 
Ford, Henry, 261 
Georgia, 328 

good faith, see fiduciary principle 

“hidden reserves,” 203 

holding companies, 91, 203-206, 212, 

Holmes, Justice O. W., 191 
Illinois, 136, 250 

incorporation laws, general, 136-138, 


Indiana. 136 
individual initiative, 349 
industrial revolution, 3, 119 
information. 293-325 
on prices, 294-295 
required by law, 318-319 
sources of, 294-295 
interests, 
adverse. 230-235 
of control, 233-235 
of directors, 230-232 
of owners, 121-122 
ratable, 249-260 
interim receipts, 300 
interlocking directors, 230 
Interstate Commerce Commission, 
320 

investment, opportunities for, 63-66 
investment trusts, 175, 212, 324 
joint control, 89, 104-106, 111, 118 
Kansas, 328 
lease, 270 

legal control, 72-80, 97-98 
legal device, 72-80, 93, 97-98 
legal position of, 
control, 233-246 
management, 220-232 
stockholder, 277-287 
liquidity, 283-285, 293-297, 299 
listing requirements, 292 
listing statement, 313 
logic of, 
profits, 340-344 
property, 333-339 
Maine, 136 

majority control, 5, 70-72, 96 
management, 

control, 5, 84-90, 107-109, 113-114 
defined, 119-120, 220 
in the market, 326-331 
legal position of, 220-232 
revolt, 81-84, 88 
rules of conduct, 221 
self-perpetuating, 87, 124 
stockholdings by, 50-52 
manipulation, 296. 310 
market value, fictitious, 167 
markets, 

dependence of stockholder on, 
281-282 

free, 295-297. 313 
functions of, 283-299, 314-316 
appraisal, 297-299, 314-316 
liquidity, 283-285, 293-297, 299 
meeting place, 292-299 
“over the counter,” 292 
private, 291-292 
public. 292-299 
Maryland, 136, 183 
Massachusetts, 136, 237, 241, 273, 
318 

mergers, 172-174, 270-275, 362-364 
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Michigan, 210 
minority, 93, 210 
control, 5, 80-84, 99-103, 112 
misstatements, 321-322 
Montana, 213 

National Electric Light Association, 
58 

National Industrial Conference Board, 
31, 39. 58 

National wealth, 27 
New Jersey, 136, 183, 217-218, 242, 
257, 261, 269 

New York, 136, 158, 169-170, 179, 
183, 213, 235, 237. 242, 327-329 
New York Curb Exchange, 6, 27, 76, 
292, 313, 319 

New York Stock Exchange, 26, 27, 
76. 167-168, 290, 292, 296-297, 
313 

committee, 313, 319-320, 

non-cumulative preferred stock, 
190-192, 261-263 
dividends on, 190-192 
non-disclosure, 322 
non-par stock, 143-144, 158-159, 167, 
171. 254, 259 

non-voting stock, 75-76, 91, 141 
open market, 314 
appraisal. 175, 297-298, 321 
option warrants, 151-152, 155, 180- 
185, 199-202 

ownership, 47-68, 84-87, 119-122 
beneficial, 9 
by directors, 86-87 
changed character of, 66-67 
customer, 56-58 
defined, 119-121 
dispersion of, 47-68, 84-87 
distribution by income groups, 60 
effect of taxes on, 59 
employee stock, 58 
interests of, 121-122 
passive character of, 66 
separated from control, 68, 69-118 
paid-in surplus, 162-172, 174-175 
panic, 295-296 
par value shares, 155-158 
parasitic stock, 159-162, 1S)4-198 
participations, 154-218 
changes in, 214-218 
diluted. 154-180, 199-200 
relative, 208 
unascertained, 180-188 
passive property, 285-286, 346-347 
Pennsylvania, 136, 273 
power, 

economic, concentration of, 18-46 
of directors, 135-136, 153-206 


listing 

331 


power — continued 
of directors — continued 
automatic check, 179 
limitation on, 159 
reserve power of state, 209 
to acquire stocks of other com- 
panies, 263-267 
limitation on, 264-267 
to amend charter, 267-270 
to declare dividends, 189-206, 260- 
263 

to issue stock, 249-260 
to transfer corporate enterprise, 
270-275 

powers in trust, doctrine of, 247-276 
pre-emptive right, 144-148, 155, 161, 
176-180, 256-259 
deletion of, 17^180 
preferred stock, 185-186, 190-194, 
261-269 

cumulative, 268-269 
non-cumulative, 190-192, 261-263 
participating, 193-194 
private, 
control, 70, 95 
enterprise, 8, 349 
property, 24/, 346-347 
production, for use, 45 
profit motive, 122-123, 349-350 
profits, logic of, 340-344 
property, 

active, 284-286, 347 
logic of, 333-339 
passive, 285-286, 346-347 
private, 247, 346-347 
rights, 278 

proxy, 81-88, 139, 207, 244-245 
committee, 81, 87 
duty of, 245 
fight, 81-84, 88 
machinery, 139, 207 
public markets — see markets 
publicity, 294-299, 318-319 
required by law, 318-319 
sources of, 294-295 
purchase of own stock, 174-176 
pyramiding, 72-75, 93, 203-226 
quasi-public corporation, 4-6, 8; 

see corporation 
ratable interest, 249-260 
Rathenau, Walthor, 2, 352 
Real Estate Exchange, 16 
reclassification of stock, 150 
representation, false, 302-303 
rescission, 303, 308-312 
reserve power of state, 209 
responsibility, owners’ lack of, 66 l 
284-286 
revolt, 

management, 81-84, 88 
stockholder, 88 
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revolution, 
corporate, 3, 67 
industrial, 3, 119 
Rhode Island, 136 
rights, 

pre-emptive, 144-148, 155, 161, 176- 
180, 226-259 
deletion of, 176-180 
property, 278 

stockholders\ 176, 190, 277-287 
voting, 208 

risk, changes in, 213-214 
Rockefeller, John D., Jr., 82-84 
sale of assets, 270 
savings, destination of, 63-65 
scope of enterprise, 20iB 
changes in, 212 

security markets — see markets 
self-perpetuating management, 87, 
124 

share of stock, 
change in concept, 286-287 
position of, 153 
short sales, ^5-296 
Smith, Adam, 345-351 
socialism, 353 
sovereignty, 69 

speculation by directors, 326-331 
stock, 

dividends, 167, 197-199 
holdings, largest, 84-85 
issue of additional, 255-260 
issued for, 
cash, 249-250 
property, 250-253 
non-par, 75-76, 91, 141 
non-voting, 143-144, 158-159, 167, 
171, 254, 259 

ownership— see ownership 
parasitic, 159-162, 194-198 
power of issue, 249-260 
preferred, 185-186, 190-194, 261-269 
cumulative, 268-269 
non-cumulative, 190-192, 261- 
263 

participating, 193-194 
purchase rights, 198 


stock— continued 
purchase warrants, 151-152, 155, 
180-185, 199-202 
reclassification of, 150 
vote-weighted, 76-77 
stockholders 
as fiduciaries, 268 
dependence on markets, 281-282 
discrimination between, 263 
doctrine of dominant, 235-236 
increased number, 53-56 
lack of responsibility, 66, 284-286 
number in largest companies, 
47-52 

position of, 277-287 
power to vote, 86-88 
preferred, 169 
relative participations, 176 
revolt by, 88 

rights of, 176, 190, 277-287 
voting, 176 

stockholdings by management, 

50-52 

surplus, paid-in, 162-172, 174-175 
United States Supreme Court, 191, 
209, 329 
Utah. 212 

Van Sweringens, 73-74 
Virginia, 136 

vote-weighted stock, 76-77 
voting, 

by proxy, 86-88 
cumulative, 210 
rights, 139-141, 208 
absence of, 75-76, 91, 141 
trusts, 77-78, 90-91, 239-240 
warrants, stock purchase, 151-152, 
155, 180-185, 199-202 
wealth, 
active, 348 
corporate, 27 

dependent on action of others, 67 
fluctuating value, 67 
liquid, 67, 282-284 
national, 27 
passive, 348 
Wisconsin, 259 






